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Breadth Makes the Man 


The School of Commerce, Accounts and 
Finance of New York University has main- 
tained a leading position in accounting instruc- 
tion since 1900. It was established through the 
influence of a large group of Certified Public 
Accountants in New York. 


These leaders, men of broad vision, realized that those who 
were to be admitted to the professional ranks had to have 
thorough training in all the fundamentals of business, in 
addition to specialized training in accounting. 


Men who know accounting, but do not know business, may not be 
good accountants. 


Breadth of training rather than narrow accounting technique has 
been the keynote of School of Commerce instruction since its be- 
ginning. Its graduates are business men with accounting training. 
Their knowledge carries them beyond the confines of the accounting 
department into the broader phases of business relations. This explains 
the rapid advancement of many of them into executive positions. 


Wide Range of Subjects 


Instruction in 170 subjects is given by a faculty of over 100 men. In the 
faculty are included twelve Certified Public Accountants. Accounting study 
is accompanied by well-correlated training in economics, finance, law, or- 
ganization, management, marketing, English, insurance and many other 
fields of business. 

Evening Courses 


The four-year evening course leads to degree of Bachelor of Commercial 
Science. Men and women over 21 years of age, not graduates of a high 
school, are admitted as Special Students. 


If you are interested in the kind of training given to 4,396 resident students 
in 1916-1917, call or write for Catalog No. 1-12. 


Major B. Foster, Secretary 


New York University School of 
Commerce, Accounts and Finance 
32 Waverly Place, New York On Washington Square 
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Suggestions for Assessment of Excess Profits 


[The following brief was prepared and submitted to 
the War Excess Profits Tax committee, Bureau of Inter- 
nal Revenue, Treasury department, Washington, D.C., 
on behalf of the American Institute of Accountants.] 

The American Institute of Accountants desires strongly to 
urge on the department the desirability of adopting a rule that 
where parts of a business are carried on through separately incor- 
porated companies they shall nevertheless be treated for the pur- 
pose of excess profits tax as parts of the business of the parent 
company and the tax be determined with reference to the combined 
income from the invested capital of the parent company and such 
subsidiaries. If necessary, the aggregate tax might be assessed 
against the subcompanies on some arbitrary basis, as the depart- 
ment has permitted in the case of the capital stock tax on sub- 
sidiaries (T. D. 2423 and 2493). 

For reasons which will be developed later, we believe that the 
department is faced with two alternatives, of which this is 
one, and the other is to require all intercorporate transactions to 
be put on a purely commercial basis, and that the alternative we 
urge is the one that is practical, convenient and equitable to both 
the government and taxpayers. 

We do not undertake to discuss the recommendation from the 
purely legal standpoint, but there would seem to be ground for 
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the opinion expressed by a number of lawyers that the provision 
in section 201, 

For the purpose of this title every corporation or partnership not 
exempt under the provisions of this section shall be deemed to be engaged 
in business, and all the trades and businesses in which it is engaged shall 


be treated as a single trade or business, and all its income from whatever 
source derived shall be deemed to be received from such trade or business. 


contemplated (if it did not expressly call for) such a rule. The 
rule would seem to be clearly within the spirit of this provision 
and would also seem to be the logical development from the 
abandonment of double taxation on income earned by subsidiaries 
and paid over to a parent corporation, which double taxation was 
the definite policy of the prior income tax laws, but is not now 
applied to the excess profits tax. It would not seem that there is 
anything in the act which precludes such a rule. Section 213 
seems to give wide powers to the commissioner of internal 
revenue and the clause under which the tax is levied and assessed 
(201) merely provides that it shall be levied on the income of 
every corporation. The returns required by section 206 are 
essential for the computation of the tax, however it may be levied, 
and dividends paid would require to be eliminated under the 
proposed rules, just as is provided in that section. 

We believe that the rule would be advantageous to the govern- 
ment, whether the question be regarded from a broad or narrow 
viewpoint, and it would also be fair to the taxpayers. 


The present law constitutes a strong temptation to tax evasion, 
such as was not created by the relatively small income taxes 
heretofore imposed. If, therefore, the tax payable by corpora- 
tions operating largely through subsidiary companies is to be 
determined by the form of intercorporate transactions which can 
be determined by the parent company arbitrarily, not on a com- 
mercial basis, but solely with a view to reducing taxes to a mini- 
mum, the burden of the tax in each case will depend on the skill 
or lack of skill and the restraint or lack of restraint in adjusting 
intercorporate relationships. It will thus be unevenly distributed, 
the heaviest burden falling on those who are most scrupulous. 

If the rule which we advocate be adopted, the tax will be 
based on the real facts and determined by the relation between 


true income and the true investment of the group of companies 
as a whole. 
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The heaviness of the excess profits tax will doubtless lead in 
many cases to attempts at evasion, but unjust incidence of the tax 
will tend even more to stimulate evasion, since the taxpayer will 
look on the methods which he adopts not as an evasion, but as a 
necessary precaution to prevent the inequality of the tax imposing 
an undue burden on himself, 

When everyone is called on, not only to pay taxes, but to con- 
tribute in other ways to the prosecution of the war, it is highly 
important to inspire confidence in the fairness of the distribution 
of the financial burden which the government is compelled to 
impose, and we believe, therefore, that the importance of the 
proposal we advocate is not limited to the purely financial effect 
of the amount of taxes payable by the individual corporation 
affected. 

As to the year 1917 its adoption would probably diminish to 
some extent the yield from the tax because, the law having been 
passed late in the year, intercorporate relations will not have been 
fully adjusted so as to reduce taxes to the minimum. As to 1918, 
however, conditions are likely to be reversed, particularly if the 
opportunity afforded by section 209 to secure taxation on a 
uniform 8 per cent. basis instead of a graduated scale continues. 
To some degree the extent of that opportunity will depend on the 
rulings made as to the application of the section, but if subsid- 
iaries are taxed quite independently and intercorporate transac- 
tions are not controlled by the department, it will always be pos- 
sible either to bring some existing subsidiaries thereunder or to 
create new subsidiaries which would come within its scope. We 
would point out that while tle act contains provisions designed 
to prevent increases of invested capital with resulting reductions 
of taxes by corporate reorganization, there is no prohibition 
against reductions of capital which might be equally effective in 
reducing taxes through the application of section 209. 


The rule would also prevent evasion of the tax by corpora- 
tions, whose business is in part in foreign countries, through the 
formation of subsidiaries under foreign laws and withholding of 
dividends from such subsidiaries; and such a method could un- 
doubtedly be employed to advantage by many corporations in the 
absence of the rule suggested, although in other cases the heavy 
taxation in foreign countries may be a sufficient deterrent. 
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The proposed method of assessment would also reduce the 
work of the department in assessing and collecting the tax. 
Many corporations have in years past issued bonds and stocks to 
acquire in one purchase tangible properties, stocks of subsidiaries 
and intangible assets and have never subdivided the purchase 
money. ‘The rule proposed would greatly simplify the problem 
of determining invested capital in such cases, 


In many cases the true income from the subsidiary is derived 
by the corporation in forms other than dividends, For instance, 
many mining companies (under arrangements long antedating the 
imposition of income taxes) turn over to their stockholders the 
ore they mine at cost in lieu of paying any dividend, In such 
cases the income from the stock held by the parent company is 
realized as part of its manufacturing profit and, therefore, strict 
compliance with section 207 would seem to require the inclusion 
of the investment in such stock as a part of the invested capital 
of the parent company. Of still more subcompanies it is unques- 
tionably true that the real income therefrom is not the formal 
dividend, possibly of a nominal amount, but is reflected in the 
gross income of the parent company. 


The department has repeatedly dealt with money received by 
stockholders in forms other than dividends, as being income from 
the stock. It has ignored the form of transactions where stock- 
holders have, for instance, been paid salaries which they would 
not have received had they not been stockholders and in other 
analogous cases, and it would seem that if the tax is to be 
levied strictly on separate corporations, the department must 
ignore the form of the transaction where goods are sold or 
services are rendered by one company to another on terms which 
would not be granted except to or by a stockholder. 


Assuming, therefore, that the object of the department is to 
establish the tax on a basis that will be equal in its application, 
either intercorporate relations must be put on a strictly commer- 
cial basis, which would accomplish no other useful purpose and 
would entail endless burdens on both the department and the tax- 
payers of the country, or the combined operations must be treated 
as one whole. The latter course would impose no additional 
burdens on anyone since it is the course followed for all practical 
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purposes by the corporations themselves and recognized by 
bankers, economists and accountants as the only course which 
reveals the true situation, 


We believe also that the adoption of the rule suggested would 
ensure co-operation by taxpayers and discourage attempts at 
evasion, and would thus reduce the field work of the department. 


We do not think it is necessary to discuss at length the advan- 
tage to the taxpayer. Primarily this advantage would lie in the 
fact that the tax would be based on essential facts and not be 
governed by the form of intercorporate relationships, and, there- 
fore, there would be no need to enter upon readjustments of 
intercorporate relationships for the purpose of bringing about an 
artificial situation in which the tax would not be greater than the 
tax based on the true situation, 


It is obviously undesirable that at this time some of the keenest 
minds of the country should be diverted from work which would 
be beneficial to the country to evolve schemes of internal organi- 
zation solely for the purpose of preventing an unjust tax, or that 
an opportunity should be afforded for other keen and less scru- 
pulous minds to evolve schemes of internal reorganization which 
would evade a just tax. ‘The hardships which will be imposed in 
many cases by entirely separate assessment are, however, so great 
that we fear corporations and their subsidiaries in self-defence 
will feel compelled to give the most earnest consideration to the 
question of readjustments which will minimize those hardships. 


We would point out that the conduct of business through 
subsidiary companies is not confined to the large corporations. 
In the experience of our members it has been found that many 
small corporations throughout the country have subsidiary com- 
panies to comply with the requirement of state laws and for 
other reasons. 


We are not citing at this time specific instances of the effect 
of the rule we have suggested, nor of the inequity which would 
result from an alternative rule. Doubtless sufficiently striking 
evidence on these points will be submitted to the committee by 
parties directly affected. We shall, however, be glad to supple- 
ment this brief with illustrative cases if it be so desired. 
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The rule suggested was strongly advocated by the National 
Tax Association, as appears by the report presented at its meeting 
in August, 1915 (page 25). 

We realize that any ruling, however inherently just and sound, 
is always subject to revocation if not warranted under the law, 
and further, that the adoption of a rule such as we advocate 
followed by a revocation possibly after one or more years would 
have extremely serious consequences to taxpayers. 

We suggest, however, that not only upon this point but in 
many other respects the law just passed is open to more than one 
interpretation, and in view of the magnitude of the tax it is most 
desirable that uncertainties as to its meaning should be dispelled 
at an early date. Otherwise, many taxpayers will retain, to meet 
possible additional claims for tax, large sums which ought to be 
employed in the industry of the country; and in other cases tax- 
payers having distributed their income after payment of the tax 
as originally assessed will be subjected to heavy additional tax- 
ation which they will be unable to meet. 

It also seems desirable that rules should now be established 
which in essentials can be continued so long as the tax continues. 

We therefore express the hope that whatever broad rules are 
adopted, it may be found possible to secure their ratification in 
some manner by congress. Clearly if such a procedure is prac- 
ticable your committee could with confidence establish rules upon 
the broadest and most equitable basis, The more probability 
there is that the rates of tax may hereafter be increased, the 
greater is the importance of establishing such rules. 


Respectfully submitted, 
W. Sanvers Davies, President. 
A. P. RicHarpson, Secretary. 
New York, November 22, 1917. 
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Accounting for the Liberty Loans 
THE FIRST LOAN 
By Harvey S. Cuasg, C.P.A. 


On June 30, 1917, the writer was requested by the governor 
of the Federal Reserve Bank of Boston to assist the officers of the 
bank, with as many experienced accountants as possible, in hand- 
ling the deluge of subscriptions, allotments and payments which 
had almost overwhelmed the bank during the fortnight preceding 
that date. Similar conditions existed in each of the twelve 
reserve districts of the country, we were informed, due to the 
exceptional rush of subscribers during the last twenty-four hours 
preceding the close of the subscription period on June 15th. 


In Boston the records of subscriptions had been kept up 
accurately and promptly until this extraordinary rush broke upon 
the already overworked officers and employees of the reserve 
bank and their willing volunteer assistants from national banks, 
trust companies and banking houses. 

From June 30th to the present date we have been at work 
upon the first liberty loan and even now, although routine and 
regular hours have long ago been established in accounting for 
this bond issue, there are still new requirements cropping up from 
day to day and new accounts to be opened in the ledgers and to 
be continuously kept thereafter. 

The intricacy and difficulty of establishing a system of 
accounting controls over such a tremendous multitude of details, 
in the midst of the transaction itself, can scarcely be conceived, 
especially when one looks at the relative simplicity of the neatly 
arranged trial-balance which illustrates this article. Examining 
this daily statement—of December 5, 1917—one notes a series 
of groups of accounts beginning with the original “allotment” ot 
bonds to the first district (New England) by the U. S. Treasury, 
$265,017,900.00, and ending with the aggregate of all of the 
transactions, at par values, from the opening of the bond campaign, 
May 16, 1917, to the date of the trial-balance, which amounts to 
over two billions of dollars. Think a moment what this means— 
transactions of over two billions—in one district, rather small in 
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area, out of twelve districts—in order to turn over to the U. S. 
Treasury two hundred and sixty-five millions of dollars. It 
appears almost as exaggerated as the laboring of the mountain 
of the fable to bring forth the mouse. 


What has built up this astonishing total of transactions is 
shown clearly in the statement itself. The total of the first group 
amounts to $265,809,195.25, which consists of the original allot- 
ment to the first district together with the interest subsequently 
collected upon instalment payments and upon bank deposits. On 
the debit side is shown the amount actually turned over to the 
treasurer of the United States to the date of the statement, the 
forfeited subscriptions and the amount not covered by sales to 
other banks or to individuals, $2,621,528.00, which is regarded 
as a subscription by the Federal Reserve Bank of Boston itself. 


Second Group—This consists of the accounting controls for 
requisitions upon the treasury covering definitive bonds, coupon 
or registered, with which to make deliveries to subscribers. 


Third Group—The definitive bonds themselves, coupon and 
registered, 314 per cents, and the conversion bonds, coupon and 
registered, 4 per cents, which have been actually received from 
the treasury to date. The controls on the debit side show what 
became of these bonds and what were the balances in vaults on 
December 5th, with totals of $127,070,000.00. 


These three groups relate to the definitive bonds and to the 
necessary details of accounting for them. It must be remembered 
that these bonds are received in various classes of denominations 
from $50.00 pieces to $100,000.00 pieces, and that each piece 
must be verified and recorded when it arrives and when it goes 
out. Each piece is as valuable as so much money; it practically 
is money for the time being. 


Please note also the complexity of the debit side of the third 
group. Here are 3% per cent. coupon bonds in hands of pur- 
chasers; 314’s registered bonds in purchasers’ hands; 3%4’s re- 
turned by purchasers for conversion to coupon 4’s; 314’s returned 
for conversion to registered 4’s as of November 15; and the same 
as of December 15; then there are the coupon 314’s on hand and 
the coupon 4’s on hand; and soon there may be 34’s registered 
on hand and 4’s registered on hand. In each of these classes the 
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Accounting for the Liberty Loans 


various denominations—$50.00 to $100,000.00—must be recorded 
and kept separately and every transaction audited the same day by 
the special auditor for Liberty loans of the reserve bank. 

Turning to the fourth group, we find $271,700,000.00 of twenty 
per cent. “interim certificates’—at par values. As these are 
twenties the actual value was $54,340,000.00, but for all practical 
purposes and for the record these certificates must be considered 
and handled at their full paid (par) values. These certificates, 
again, were in denominations of $50.00, $100.00, $500.00, 
$1,000.00, $5,000.00 and $10,000.00, which were counted and re- 
corded separately, both in their incoming and their outgoing 
journeys. These twenty per cents were received from the United 
States treasury in amounts considerably in excess of actual re- 
quirements so that large blocks of them were returned ultimately 
to the treasury unopened and with seals unbroken. Of the total 
20 per cents received, less than one hundred and sixteen millions 
were issued to purchasers, the remainder being unbroken, as 
stated. 


On the trial-balance it will be noted that in addition to $271,- 
696,200.00 of 20 per cents returned to the treasury—including 
unused certificates and also certificates issued, returned for forty 
per cents or higher per cents by the purchasers and cancelled by 
the reserve bank—there are other controlling accounts, “cancelled,” 
“outstanding,” etc. These items are the final unsettled remainders 
of originally large controls, running up into the millions. “Can- 
celled” represent certificates recently received and accompanied by 
final payments (eighty per cent.) for which 100 per cent. interims 
were issued. “Outstanding means still held by purchasers whose 
names and addresses are on record at the bank. “In suspense” 
indicates certificates held by the bank on account of irregularities, 
pending final settlements. ‘Unaccounted-for” represents exactly 
that, a balance wholly unaccounted-for at present. There are no 
records, so far as our audit has disclosed, relating to these cer- 
tificates, amounting at 20 per cent. to $300.00 value. 


In a report to the directors of the Federal Reserve Bank of 
Boston dated November 12, 1917, referring to the figures upon 
the daily trial-balance of November 10th, we stated: “Out of these 
very large amounts (of 20 per cent. certificates) only $1,500.00 at 
par are unaccounted-for at this date. Of the fifth group—40 per 
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cent.—only $350.00 at par ($140.00 at value) are missing. Of 
the sixth group—7/0 per cent.—none is unaccounted-for out of 
$349,250,000.00 at par. These statements are striking instances 
of the accuracy and honesty with which the handling of these 
tremendous values has been conducted. Out of a total of over 
a billion dollars of 20 per cent., 40 per cent. and 70 per cent. 
certificates (at par) only $1,850.00 are unaccounted-for to 
date. Quite probably a portion, possibly all, of this amount 
may be located later. * * * We cannot too highly commend 
the fidelity and accuracy of the officers and the employees of the 
bank who handled and correctly recorded these overwhelming 
masses of certificates, cheques, cash, bonds, etc., with such an 
infinitesimal ratio of unaccounted-for items compared with the 
totals received.” 

The fifth group covers 40 per cent. interims with totals at par, 
$400,800,000.00, of which only $98,196,000.00 were actually used 
and cancelled. 

The sixth group comprises 70% interims of which $86,501,- 
350.00 were used and cancelled, while only $150.00 are still out- 
standing in the hands of three purchasers whose names are re- 
corded in the books of the bank, 

The seventh group is the most intricate and difficult of all. 
It exhibits 100% (full paid) interim certificates of which $358,- 
050,000.00, in all denominations, were received from the United 
States treasury. Of these $22,350,000.00 have been returned, 
$48,999,800.00 are in the bank’s vaults, $43,907,900.00 are still 
in hands of purchasers, and $242,792,300.00 have been issued, 
returned and cancelled for the purposes set forth in the ten 
classes on the debit side of the statement (100 per cent. interims). 

A trial-balance similar to this is taken off the Liberty loan 
ledger every day. The controlling accounts in that ledger having 
been posted with the transactions of the day through a journal 
which receives its information from daily continuing records from 
each of the subdivisions of the Liberty loan department of the 
federal reserve bank. These daily records are checked and 
audited from one division to another, incoming and outgoing, and 
all finally depend upon actual count of each denomination of the 
interims when they arrive at the vaults (custody) each day. No 
definitive bonds are issued to subscribers or to banks until an 
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Accounting for the Liberty Loans 


equal amount of full-paid interims is surrendered therefor, both 
interims and bonds being carefully counted, verified and recorded 
in detail. 

These accounting controls are further complicated by the fact 
that the full-paid certificates are frequently transferred outside 
the first district (New England) and other districts’ interims are 
transferred into the first district. These must be recorded, verified, 
aggregated and accounted-for each day separately and for each 
denomination separately. Such transactions are represented by 
the total “discharges” $34,604,300.00 on the statement of December 
5th. In addition to these discharges, there are “split-ups” as they 
are termed. These are certificates surrendered for transference 
to new certificates of lesser or greater amounts, The surrendered 
certificates are cancelled and recorded, the new certificates are 
taken from “On hand at delivery department” and turned over to 
the customers. Such transactions have amounted to $21,461,- 
250.00. 

Finally there are “over deliveries” amounting to $606,400.00, 
which represent the net errors of delivery during settlements with 
the banks and individuals which have been recovered and cancelled 
during the period to date. 

It is interesting to note that out of all these controlling ac- 
counts, aggregating $2,002,732,613.25, only $263,181,603.25 ac- 
tually relate to cash, and of this only $262,390,308.00 actually relate 
to the principal of the bonds. This is the amount collected to date 
and transferred to the credit of treasurer of the United States 
on the books of the Federal Reserve Bank of Boston. These cash 
transactions comprise a chapter—or rather a library of volumes— 
of their own. For instance, in the audit of these transactions to 
the close of the fiscal day June 28, 1917—which was not closed 
on the books of the bank until August 20, 1917—$170,765,939.84 
were to be verified. This amount was represented by records of 
cheques, cash, United States certificates of indebtedness ; “govern- 
ment deposits,” i. e. authorized carryings of government money on 
deposit at designated depositaries ; credits to member banks, debits 
to member banks, note teller, paying teller, etc., etc. All these 
items were aggregated from the detailed settlement sheets of each 
subscribing bank or person, often exceedingly intricate and con- 
fused in their details; built up bank by bank into “blocks” for 
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mathematical proof and verification of items; totalled into reca- 
pitulation blocks for group of banks depending upon convenience 
and speed of verification ; finally aggregated into settlement blocks 
daily or as often as practicable and put through the cashier’s 
accounts into the general ledger of the bank with proof against 
the total actual cash turned over to the tellers as covered by each 
settlement block. All of this work from June 30th onward to 
August 20th was done under high pressure by men working ten, 
twelve, fourteen and sometimes twenty hours a day, particularly 
during the first thirty days—July. Fortunately, the weather was 
bearable and electric fans were numerous, but in spite of all pallia- 
tives many men were exhausted and none came through without 
feeling the marks of the struggle for weeks afterward, 

The audit of these figures was not undertaken till after August 
20th, and it continued till October 3lst, when a report was sub- 
mitted, from which the following quotation is taken: “For the 
purpose of summarizing the audit, we have prepared large col- 
umnar sheets which classify the subscriptions, the allotments and 
the settlements made by the banks and by individual subscribers. 
This voluminous record includes forty-three of such sheets carry- 
ing individual subscriptions and thirty-five sheets of the totals of 
bank subscriptions. The columnar headings of these sheets are 
the following: 


Subscriptions : 
Allotments : 
Full payments 
Instalments 
Interest : 
Payments : 
Cash 
Certificates of indebtedness 
Government deposits 
Debits to member banks 
Credits to members banks 
Total payments 
Deliveries : 
Full paid 
20 per cent. 
Total deliveries 
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“This record has been compiled carefully from the recorded 
details on full-paid and instalment receipts and from the card 
records pertaining to all individual and bank subscriptions. From 
the signed receipts the delivery of all interim certificates as of 
June 28, 1917, was also recorded. 


“We have audited this intricate compilation of figures as com- 
pletely and thoroughly as it has been possible to do. We have 
traced the entries from the sources of information (delivery re- 
ceipts and card records) to the audit sheets, have proved the 
amount of allotments to the total amount of the full-paid and 
instalment subscriptions, and have proved that the total of full- 
paid and of instalment subscriptions (as alloted plus interest) is 
equal to the total payments, viz.: cash, certificates of indebtedness, 
government deposits, etc., plus 80% of instalment subscriptions 
as of June 28, 1917, 


“We have also checked the deliveries of certificates against 
the amounts of full-paid and instalment subscriptions in detail. 


“We have verified the summaries of the audit sheets submitted 
herewith and have proved the additions and grand totals. 


“We have further traced and checked through the clearing 
all items of settlements by blocks in the block book against the 
‘summary sheet’ comprising classifications as follows: ‘cheques,’ 
‘unapplied cheques,’ ‘certificates of indebtedness,’ ‘government 
deposits,’ ‘debits,’ ‘paying teller,’ ‘rebate treasury,’ ‘principal,’ ‘in- 
terest,’ ‘credits,’ ‘note teller,’ etc.” 

The discrepancy disclosed by the audit was at first over one 
hundred and eighty thousand dollars. This was run down to fifty- 
four thousand dollars, then to $5,161.69, then to $1,145.00, finally 
to $145.00, composed of “over” items on interest account $428.00 
and “short” items on principal account $283.00. This exceedingly 
small net difference will doubtless be located during the audit cov- 
ering the transactions after the close of the fiscal day of June 
28th to a final date, which is still in progress. 

The conclusions which public accountants will draw from this 
rather circumstantial record of these complex transactions will 
be doubtless that “control” accounts should not be left until after 
tremendous volumes of transactions have been some time in 
progress but, on the contrary, should be begun on the very first 
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Federal Reserve Bank of Boston 
Fiscal Agent for U. S. Treasury, District of New England 


Debit balances 
Payments to Treasurer, U. S. (account of principal) ............+- $262,390,308.00 














Payments to Treasurer, U. S. (acceunt of interest)....... cvcesecee 791,295.25 

$263,181,603.25 
Forfeited and cancelled allotments..............seee0% Paeeieewein ° 6,064.00 
Federal Reserve Bank ef Boston (subscription)............ eae = 2,621,528.00 

$265,809,195.25 
Requisitions on Treasury U. S. for coupon bonds................ ++  $115,807,000.00 
Requisitions on Treasury U. S. fer registered bonds............... * 16,518,000.00 
Balance not yet requisitioned ........ CEN Pees eee 97,728,418.00 





$230,053,418.00 


























3% definitive coupon bonds delivered to purchasers.............+-- -  $110,499,700.00 
3% definitive registered bonds delivered to purchasers............ ° 11,327,200,00 
3% definitive coupen bonds returned by antoenenin for conversion to 
coupon 4 per cent. bonds....... NeGAAPEANE6A644d44ERE SEEDERS 302,800.00 
3% definite bonds returned by purchasers - for conversion to regis- 
tered 4 per cent. bonds as of November 15..........eeeeeeees P 82,300.00 
3% definite bonds returned by purchasers for conversion to regis- 
tered 4 per cent. bonds as of December 15.........seeeeeeeees 10,500.00 
3% definitive coupon bonds on hand............. Kthnbadesecnased é 1,347,500.00 
4 per cent. conversion bonds on hand.......... $0068 06 00es eee ease 3,500,000.00 
$127,070,000.00 
20 per cent. interims returned to Treasury..........sseeeee0e. ++++  $271,696,200.00 
20 per cent. interims cancelled, in custody, Boston....... 6608060608 1,100.00 
20 per cent. interims outstanding, in hands of public.............. oe 800.00 
20 per cent, interims in suspense, pending settlements, Boston..... 400.00 
20 per cent. interims unaccounted for (probably in hands of public 
WHCOOSTERE) ccccccccsccesceces OFC CCSHOCECECOCCEDEES 662090800 1,500.00 
$271,700,000.00 
40 per cent, interims returned to Treasury.........seceeeceseceees $400,799,050.00 
Oe NE GE GIR oso 6 6.660.656 cccccsecdccccsseces ee 500.00 
40 per cent. interims in suspense ..... eesces POCCCMOENEREROSOOEEOES 100.00 
40 per cent. interims unaccounted-for .........ee cece eceeseccceces 350.00 





$400,800,000.00 























70 per cent, imterims returned to Treasury............eceeeereees $349,249,850.00 
7o per cent. interims outstanding ........cceeecceccccccescecenees 150.00 
$349,250,000.00 
100 per cent, interims cancelled for ceupon bonds..............++% $110,802,500.00 
100 per cent. interims cancelled for registered bonds............... 16,518,000.00 
100 per cent. interims cancelled for conversion to 4 per cent. coupons 
ON OE EE ree ree 48,464,550.00 
100 per cent. interims cancelled for conversion to 4 per cent. coupons 
ee MI Bini 6 6.6 6 006 6bnbe hres ccescvessssiaccscsccess 1,382,450.00 
100 per cent, interims cancelled for conversion to 4 per cent. regis- 
ee A es eo Ace ck deab cdweKkeddseddeedmaeee 8,227,450.00 
100 per cent. interims cancelled for conversion to 4 per cent. ~— 
i 2 i ee Mic cacehehibnedehsnek seeecoennend P 336,400.00 
100 per cent. interims cancelled but not yet returned to custody... 389,000.00 
$186,120,350.00 
100 per cent. interims cancelled for discharges....... eoecccccccces 34,604,300.00 
100 per cent, interims cancelled for split-ups............+.. sceetas 21,461,250.00 
100 per cent, interims cancelled for overdeliveries............+.++. P 606,400.00 
$242,792,300.00 
100 per cent. interims returned to Treasurer U. S..........++... sean 22,350,000.00 
100 per cent. interims on hand at delivery department, Boston...... 48,999,800.00 
10@ per cent. interims outstanding in hands of public.............. 43,907,900.00 





$358,050,000.00 








ROMIORIAE . 6.o.6c coccsccccccccesecccececvonssscosacs $2,002,732,613.325 
From the Office of 
Harvey S. Chase & Company, C.P.A. 
84 State St., Boston 
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Accounting for the Liberty Loans 


Tnial-Balance of Liberty Loan Ledger - First Loan 
At Close of Business December 5, 1917 


Credit Balances 















































Allotment to first district by Secretary of Treasury, June 15......... $265,017,900.00 
Interest received on bonds and interim certificates.............++. 602,321.47 
Interest received on bank balances............:cceeceeececeecveee 188,973.78 

$265,809,195.25 
Tae SEN Ge TIED ik 6.66. 0:6:6.6.050.:6:00.6:6:6 06h sc indncaipseonne $262,389,518.00 
Minus—discharges (net) other districts ..........0000005 ere 32,336,100.00 
Beat: speipmemnas Gok Wis. o.o: 0.30.68 6.0:0:50:0:0608080006s8040008000% $230,053,418.00 
3% definitive coupon bonds received from Treasury...............-. $112,150,000.00 
3% definitive registered bonds received from Treasury............. 11,420,000,.00 
4 per cent. conversion bonds received from Treasury.......-+.+++0+ 3,500,000.00 

$127,070,000.00 
20 per cent. interims received from Treasury (par)............++06 $271,700,000.00 
4° per cent. interims received from Treasury (par)...........+++. + $400,800,000.00 
70 per cent, interims received from Treasury (par)........---+++-++ $349,250,000.00 
100 per cent. interims received from Treasury (par).........seee0+ +  $358,050,000.00 








AGETOEZALC. ccc ccccccccccccccccccccccccsseseseces $3,002,732,613.25 
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day and continued regularly by proper aggregation methods each 
day thereafter. This is exactly the lesson of the first loan in every 
reserve district. 

No blame for this serious defect of relatively uncontrolled 
accounting should fall upon the federal reserve banks. One and 
all they followed instructions from Washington as far as these 
instructions went into details and wherever it proved to be prac- 
ticable to follow such details. It is not to be wondered at, either, 
that Washington did not visualize the enormous complexity and 
multiplicity of the transactions in advance of their appearance. 
No one, however capable, could have foreseen all the require- 
ments. The reserve banks were left, probably necessarily, to get 
their experience as best they could, assisted, as each of them was, 
by the best local ability among the bankers of the district. None 
of the bankers, no professional accountants, nobody in this coun- 
try, had ever had experience in handling loans of such magnitude 
and complexity, surrounded, as this loan was, by immovable re- 
quirements of law and by great willingness, but great inexperience 
in such matters at the centre of things in Washington, 

The second loan was planned in advance, every step was thor- 
oughly discussed and decided upon beforehand, all the bank work- 
ing heads met at Chicago and threshed out their various points of 
view with the treasury working officials in attendance, and the 
result was a quiet, comfortable, accurate and prompt accounting 
for the second loan, still going on, which the writer will describe 
in the next article of this series, 
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Net Earnings Rule in Special Franchise Taxation* 


By MarTIN SAXE 


When, by the act of the legislature of New York in 1899, the 
right of operation of a public utility in the highway, together with 
the tangible property situated in the highway and used in con- 
nection therewith (technically described as a “special franchise”), 
was made real estate for the purpose of taxation, the problem 
of the valuation of the intangible right was immediately presented. 

After several years of litigation following the passage of the 
act, the net earnings rule was first employed as a proper solution 
by the referee in the matter of The People ex rel. The Brooklyn 
City Railroad Company vs. Tax Commissioners, decided in 
February, 1907. 

In the leading case on this branch of the law, the Jamaica 
Water Supply Co. vs. Tax Commissioners (196 N. Y. 39, decided 
in October, 1909), the court of appeals applied the net earnings 
rule advanced in the Brooklyn City Railroad Company case in 
modified form. 

Briefly stated, the rule is to deduct from the gross earnings 
(1) the operating expenses, (2) a fair and reasonable return on 
that portion of the capital which is invested in tangible property, 
(3) taxes paid, (4) depreciation allowance. The resulting bal- 
ance is then capitalized at a rate of 1 per cent. higher than the rate 
of return upon the value of the tangible property. 

For the purpose of the assessment the present depreciation 
value of the tangible property in the streets or highways is then 
added and the total valuation thus obtained equalized, so that the 
assessment is comparable with that of ordinary real estate in the 
same tax district. 

The application of the rule to the special franchise operations 
of a street railway company involves the consideration of many 
controlling facts, conditions and contingencies, In fact, like most 
rules, its enunciation is much less difficult than its application. 
The method of treating some of the more important considerations 
in the application of the rule to a street railway company can 





* A paper read before the New York State Society of Certified Public Accountants, 
November 12, 1917. 
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probably best be indicated by the use of figures given in a suppo- 
sititious report to the state tax department. In this case we have 
assumed that the company is operating in a territory comprising 
two cities, one town and three villages. 


Assume that the street railway company files a report with the 
state tax department containing the following schedules: 


Schedule “A”—Property 


Property outside streets and 
prior occupations 

Land 

Buildings 

Boilers 

Engines 

Generators 

Substation equipment 

Transformers, motors, etc. 

Track 

Poles and overhead equipment 

Cars and equipment 


Property in streets exclusive of 
prior occupations 

City of A 

City of B 

Village of C 

Town of D 

Village of E 

Village of F 


Paving 


Material and supplies 
18 








Reproduction Present 
cost value 
$100,000 $100,000 
225,000 135,000 
30,000 18,000 
110,000 70,000 
48,000 35,000 
75,000 55,000 
8,000 6,000 
70,000 — 45,000 
15,000 9,000 
370,000 260,000 
$1,051,000 $733,000 
Reproduction Present 
cost value 
$596,000 $390,000 

0 0 

62,000 43,000 
55,000 38,00 

0 0 

10,000 8,000 
$723,000 $479,000 
30,000 18,900 
36,000 36,000 














Net Earnings Rule in Special Franchise Taxation 


Schedule “B”—Income Account 


Operating revenue $599,520 
Operating expenses $371,000 
Taxes assignable to operations 44,000 
Depreciation 30,000 
Total operating expenses 445 900 
$154,520 
Interest revenue 1,000 
Miscellaneous rent revenue 480 
Gross income $156,000 
Interest on funded debt $70,000 
Rental on leased plant 1,000 
Amortization of debt discount 3,000 
Total deductions from gross income 74,000 
Net corporate income $82,000 
Dividends declared 60,000 
Profit and loss surplus $22,000 


Schedule “C’”—Division of Revenues 
Division of revenue by tax districts 


Name of tax district In streets Outside streets 
Item 1. City A $450,000 0 

2. City B $50,000 
Private right of way parallels street 

3. Village C 30,000 15,000 
One-third of street occupancy prior occupation 

4. Town D 13,000 39,000 
1 mile through village, 3 miles across country 

5. Village E 2,520 
Lease trackage rights 

6. Village F 480 


Rent special franchise property 





$496,000 $104,900 
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Statement of methods of distribution of receipts shown above 


All in streets 

. All private right of way paralleling street 

3. Prior occupation—one-third of total track occupation through 
main street 

4. Private right of way across country received as inducement 
to locate therein 

5. Has special franchise, but leases trackage rights from another 
company 

6. Owns franchise and has property which it leases to local 

company on basis of 6 per cent. return on depreciated 

value, plus maintenance and depreciation charges 


ye 


Modus operandi following net earnings rule 


Operating revenue $599,520 
Rental from leased plant 480 
Interest on bank balances (not special 

deposits ) 1,000 
Total revenue ~ $601,000 

Deductions 

Operating expenses exclusive of 

depreciation $371,000 
Rentals paid 1,000 
Taxes levied and paid during year 44,000 
Depreciation— 


estimated in amortization of paving 43,570 
Return at 6% on present value of 

Plant outside streets $733,000 

Plant in inside streets 479,000 

Material and supplies 36,000 

Working capital 60,000 


$1,308,000 78,480 


538,050 

Net earnings ~~ $62,950 

Intangible value = net earnings capitalized at 7% $899,285 
Ratio of intangible to operating revenue, 


899,285 — 599,520 = 1.50 
20 
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In applying the net earnings rule the total revenue is deter- 
mined first. The total revenues directly and indirectly connected 
with the exercise of the special franchise in this case include 
operating revenue, rentals from leased plant and interest on bank 
balances. The rental of leased plant is included because the plant 
in question is connected with and part of a special franchise. If 
the rental of $480 was derived from an office building or other 
investment not connected with the special franchise the rental 
thereof would be excluded from the total revenues and the taxes, 
return and depreciation on the corresponding investment would 
be excluded from the deductions from gross revenues in arriving 
at the net earnings. The interest on bank balances included in 
the total revenues is the interest on the daily balances in the 
company’s checking account only. The amount of these three 
items as shown in the report is $601,000. 


The next step is to determine the deductions from gross 
revenue. The operating expenses are shown in the income account 
statement as $371,000. An examination of the details making up 
this amount given in the schedule of operating expenses shows 
that the charges to maintenance and repairs and other expense 
accounts are reasonably normal compared with the investment in 
the various classes of property reported. This item is therefore 
taken as reported. The taxes are reported as $44,000 and require 
no adjustment since the company has no property not connected 
with the special franchise operations. The company pays $1,000 
per annum for lease of trackage rights in the village of E. This 
item is a proper deduction from gross revenue. 


In the income statement (schedule B) the company shows 
$30,000 for depreciation. The application of reasonable rates of 
depreciation to the various classes of property reported indicates 
that the allowance set up by the company is not adequate. In arriv- 
ing at a proper allowance for depreciation each class of property is 
considered separately, the rate of depreciation being based on the 
straight line method so as to take care of the complete replace 
ment of the difference between the salvage value and the original 
cost of each class of property during the estimated period of its 
useful life. 
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An allowance of $43,000 for depreciation was allowed as indi- 
cated by the department’s estimates on the straight line basis of 
depreciation. The company shows $3,000 for amortization of 
debt discount and expense. This item combined with the allow- 
ance for depreciation as set up by the company is less than the 
allowance used by the department for depreciation of plant. In 
no case, however, would a charge for amortization of debt dis- 
count and expense be allowed as a deduction from gross revenue 
under the net earnings rule, because the purpose of this reserve 
is to provide for the difference between the par value of the 
funded debt securities and the net amount of cash derived from 
the sale thereof. That method takes care of this contingency 
from a rate making and public regulative point of view, but for 
tax purposes that contingency is provided for in the rate of return 
and rate of capitalization. 

An allowance for depreciation of paving was included in the 
total depreciation allowed. Particular attention is called to this 
item in view of the decision of the court of appeals in the Buffalo 
& Lake Erie Traction Company case, 209 N. Y., 496, holding that 
the paving between and two feet on either side of the rails of a 
traction company is not the tangible property of the railway com- 
pany. This item of expense is therefore treated as a statutory 
burden upon the franchise and should be considered only as an 
element indicating the intangible value thereof. Following the 
determination of the court that it represents only intangible value, 
no return is allowed for value of paving paid for by a traction 
company. The court in that case said that the cost of paving 
might have some bearing upon the intangible value of the special 
franchise. Following that suggestion it might be said that the 
minimum intangible value of a traction franchise in a city is the 
reproduction cost of the paving paid for by the company, on the 
assumption that the company would not accept the franchise con- 
taining that obligation if the value thereof were not at least worth 
the financial burden imposed upon it. 

The next and final deduction is the return upon the investment. 
The investment on which a return should be allowed was thor- 
oughly discussed by the court of appeals in the Jamaica Water 
Supply Company case. Following that decision a return has been 
allowed upon the present value, allowing depreciation, of the real 
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and tangible personal property of the company in and outside of 
the streets, materials, supplies carried in stock and an allowance 
of cash for conducting the current expenses of operation. 

The reproduction cost and present value of each kind of 
property as reported by the company is carefully scrutinized and 
compared with the extent of operations, descriptions of the 
property and the local assessments thereof. In this case the repro- 
duction costs and present values were found to be entirely justi- 
fied by and consistent with all other information relating to the 
property. Wherever a preliminary investigation of a report casts 
suspicion upon the accuracy of the values reported the state 
tax department avails itself of all means of determining correct 
data. The means available are usually many. Materials and 
supplies in this case were taken at the amount shown on the 
company’s balance-sheet. 


In addition to materials and supplies, an allowance for work- 
ing capital equal to 10 per cent. of the gross revenue was used. 
It will be noted that the sum of materials and supplies and work- 
ing capital is approximately 25 per cent. of the operating expenses 
including taxes. This is considered a very liberal treatment of 
the financial obligation of the company. The allowance 
for working capital must not be confused with, nor is 
it necessarily dependent upon the amount of cash on 
hand as of the last day of the period reported. The cash 
on hand that day is dependent upon the proximity of an interest 
date, the effort of the company to pay up all miscellaneous 
accounts and to make all possible collections prior to closing its 
books for the fiscal year and many other contingencies that might 
arise to produce an abnormal condition in the cash account on 
one particular day. It must be borne in mind that a growing 
company needs additional ready cash to carry on its construction 
work and whatever money is needed for that purpose is not 
entitled to a return in a net earnings calculation, since the return 
thereon is allowed in the capital accounts as interest during con- 
struction. Moreover, the amount for working capital is not to 
provide for a cash balance, but is intended to represent the 
average excess of current assets, including cash, over current 
liabilities necessary under normal conditions in conducting the 
franchise operations of the company. 
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The sum of the investment on which a return was allowed is 
$1,308,000, the return on which at 6 per cent. amounts to $78,480. 
This item is included with the other deductions from gross rev- 
enue, making a total deduction of $538,050. The latter amount 
deducted from the gross revenue represents the net earnings. 
Following the court in the Jamaica Water Supply case these 
earnings are capitalized at 1 per cent. more than the rate of return, 
giving $899,285 as the intangible value of the operations of the 
company. 


With the total intangible thus determined, the next step is its 
distribution. The conditions under which the rental revenue of 
$480 is received are such that there is no intangible value attribu- 
table to that property so far as the lessor is concerned. Nor can 
any intangible value be assigned to revenue from interest on bank 
balances, since the rate of interest is less than the rate of return 
allowed thereon. The total intangible is therefore attributable to 
the remaining gross revenue, amounting to $599,520. Expressed 
as a ratio the intangible is $1.50 per dollar of gross revenue. 


The next problem is to determine the revenue assignable to 
each special franchise. An examination of schedule C shows that 
all the revenue trackage in city A is in the streets and the com- 
pany has properly assigned all the revenue in the city to the special 
franchise. In city B the company has a right of way which 
parallels the streets. The revenue attributed to this city is con- 
sistent with the population, the extent of occupation and car mile- 
age service, The revenue is correctly assigned to operations outside 
of streets. In the village of C one-third of the track mileage is 
on streets in which the company had occupation prior to dedication 
thereof. These streets are main thoroughfares and the company’s 
division of the total revenue attributable to the village between 
special franchise and non-special franchise occupations is sus- 
tained. The distribution of receipts shown by the company in 
the town of D is disallowed as the three miles of occupation out- 
side of streets in that town is a private right of way running 
through sparsely settled territory and contributing very little to 
the intangible value of this company as a whole. 
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The company shows $52,000 revenue for the town of D. It 
has distributed this amount in proportion to the track mileage in 
the streets of the town compared with the track mileage on 
private right of way, the ratio being 3.1. It is obvious that three 
miles of track running through open country and gathering prac- 
tically no revenue along the way can hardly be considered as 
having intangible value proportionate to track mileage along a 
densely populated street or highway. There is, however, some 
intangible value to the occupation as a convenience in getting 
from one valuable occupation to another. As an allowance for 
this element there is attributed to this occupation an intangible 
value equal to the proportionate cost of obtaining such private 
right of way and $4,000 a mile was considered adequate for 
that purpose. The three miles of occupation would therefore 
have an intangible value of $12,000. The net earnings rule as 
applied to this company showed that one dollar of receipts had a 
proportionate revenue of one dollar and a half. Twelve thousand 
dollars of intangible would therefore be the equivalent of $8,000 
of receipts. Allowing $12,000 intangible value for this private 
right of way would be the equivalent of an allowance of $8,000 
of revenue as attributable to the private right of way in this town. 
The $44,000 remainder of the $52,000 revenue attributable to this 
town should be assigned to the special franchise occupation 
therein, and the balance of $8,000 to private right of way— 
instead of $13,000 revenue from operations in the streets and 
$39,000 from operations outside of streets, as reported by the 
company. 

A peculiar condition exists in the village of E, where the 
company has no tangible property of its own, but leases trackage 
rights from another company. The revenue reported by the 
company as attributed to the street use in that village was accepted 
as special franchise earnings. For reasons previously stated the 
revenue in the village of F, although reported by the company as 
attributable to the streets, was disregarded as a factor in the dis- 
tribution of profitable revenue from the special franchise. 
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Following is a tabulation of results of the consideration of the 


facts: 
Tabulation of results of state tax department’s consideration 


Tangible 
Revenue in street Total Full 
from Pro- except tangible value of 
special portionate prior and special 


franchise intangible occupancy intangible franchise 


1. Cityof A $450,000 $675,000 $390,000 $1,065,000 $1,065,000 
2. City of B 0 0 0 0 0 
3. Villageof C 30,000 45,000 43,000 88,000 88,000 
4. TownofD 44,000 66,000 38,000 104,000 104,000 
5. Villageof E 2,500 3,750 0 3,750 3,750 
6. Village of F 0 0 8,000 8,000 8,000 





$526,500 $789,750 $479,000 $1,268,750 $1,268,750 








Determination of Selling Price 
By E. D. Hirton, C.P.A. 


Harrington Emerson has recently issued a pamphlet entitled 
The Mistake of Cost plus Profit in determining Selling Price. The 
main object of the pamphlet is an attempt to show what the author 
terms the “mistake” of determining the selling price by means of 
adding to the actual cost a percentage of profit, and he urges in 
substitution the plan of standard cost plus a fixed amount for 
profit. Incidentally, Mr. Emerson has used the pamphlet to 
attack accountants and their methods. 

The pamphlet is mainly directed against the large contracts 
now being placed by the government of the United States on the 
cost-plus-percentage plan; but he apparently also has in mind 
contracts of a similar nature between private individuals and the 
method of fixing selling prices generally by manufacturers. 

Mr. Emerson claims that the cost-plus-percentage-of-profit 
plan of determining selling prices is wrong in principle because 
it tends to encourage dishonesty, inefficiency and extravagance. 
There is unquestionably much to be said for this contention. Take 
large contracts for construction of public utility and manufactur- 
ing plants, for instance—the more a contractor spends on materials 
and labor the more he obtains from his client because his profit 
is determined by calculating a percentage thereon. There is cer- 
tainly nothing in the terms of the contract to encourage the con- 
tractor to effect economies, to reduce wastage and to promote 
efficiency in the execution of the work. During the past few 
years, however, the tendency has been toward the adoption of 
such contracts and they have on the whole worked out satis- 
factorily. 

Mr. Emerson claims that the proper basis for fixing selling 
prices is to determine in advance the standard cost and add thereto 
a fixed amount for profit. There is, of course, nothing particu- 
larly new in this suggestion. As a matter of fact it is merely a 
return to the former method of estimating contracts. It was the 
custom for a contractor to predetermine the probable cost of 
materials, labor and expense, add thereto a percentage to cover his 
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profit and make a bid accordingly for the work. If the contractor 
obtained the commission to do the work he immediately com- 
menced to do all in his power to buy materials cheaply and to 
save in every way on the predetermined cost in order to make as 
much profit as possible. Experience taught him, however, that 
there might be hidden difficulties in a job which he would not be 
able to foresee. He therefore found it necessary to make pro- 
vision for contingencies when bidding on jobs, and this became 
a universal practice. If the contingency never arose the contractor 
profited thereby, but the client always paid for it in any case. 


The cost-plus-percentage plan eliminates the uncertainty in a 
contract so far as the contractor is concerned. If any unforeseen 
trouble arises in the execution of a contract, the client has to pay 
for it just as he had to pay under the older plan—but, if no such 
difficulty is experienced, the client is not charged for it. The cost- 
plus-percentage plan enables the contractor to devote his energies 
to the successful completion of the work without troubling about 
the profit or loss he may make. Under the older plan even the 
most conscientious contractor must be constantly watching the 
progress of the work with his profit or loss always in mind. 

If the contractor is a man of integrity and places a higher 
value on his reputation than he does on the profit he can extract 
from each job, the cost-plus-percentage plan is undoubtedly the 
more equitable and in the majority of cases the more favorable 
to the client. If, however, the contractor is a man who, having 
obtained his commission for the work, makes it his main object 
to get as much as possible out of the job, there is ample scope for 
him to do so under the cost-plus-percentage plan. There is cer- 
tainly nothing in the terms of such a contract to encourage such a 
man to do otherwise than endeavor to pile up the cost. But such 
a contractor will resort to similar practices under the older plan 
also. If a limit has been fixed by the contract he will endeavor 
to substitute materials inferior to those specified and he will use 
every means he can to make as much out of the job as he can. 

In a great many cases, therefore, it is a question more of integ- 
rity than of system or plan when making contracts of this nature. 
If Mr. Emerson will preach integrity as being the great funda- 
mental of business he will do much to eliminate the abuses to 
which he refers in his pamphlet. Once having inculcated this into 
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the mind and conscience of the business world so that it becomes 
universally the sine qua non, efficiency will follow much more 
rapidly. The man whose fundamental principle in business is 
integrity is not necessarily efficient, but he is certainly more recep- 
tive for anything which tends to improve his capacity for effec- 
tiveness than the man who cares little for his reputation so long 
as he can make money. Integrity and loyalty are more desirable 
qualifications than capability alone—though the last named may 
be essential to individual success. 

Mr. Emerson states that the correct and uplifting and honest 
method of determining selling price “is to determine the reason- 
able standard cost under existing conditions and to add for profit 
a fixed sum, not a percentage.” He does not indicate precisely 
how the standard cost is to be determined. Assuming, however, 
that this has been done, how is the “fixed” sum to be determined? 
Suppose the standard cost to be $1,000,000.00 in one case and 
$2,000.00 in another—what fixed sum must be used in each case? 
It cannot be the same in both cases and the only reasonable basis 
—other things being equal—is to determine the profit by consider- 
ing the magnitude of each job. If the fixed sum for profit is 
based on the magnitude of the job—surely this is the same as 
calculating a percentage thereon. 

On page 5 of his pamphlet Mr. Emerson asks: “What deter- 
mines the cost of mining, of growing, of transportation, of con- 
struction, of manufacture? The ignorance, the incompetence, the 
extravagance, the dishonesty of those doing the work will make 
the audited cost high. The knowledge, the skill, the economy, the 
honesty of those doing the work will make the cost low. The 
range of costs for exactly the same result between these two 
extremes often is 100 to 1, yet each by any usual accounting 
method could pass muster as cost.” 

Very true, and so long as there is a certain amount of work in 
the world to be done, and so long as the latter class named by 
Mr. Emerson cannot perform the whole of such work, the world 
must turn to the former class to help out and must pay for such 
extravagance, incompetence, dishonesty and so forth. 

Further, such payment is the cost, even if it be 100 per cent. 
more than the cost of the work performed by the better class 
referred to by Mr. Emerson. However disagreeable it may be, 
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there is no gainsaying the fact. The leading manufacturers as 
a class are men of integrity, loyalty and capability, and they are 
endeavoring to promote the principles for which they stand and 
to inculcate them into the organizations over which they have 
control. But their efforts are necessarily limited—they must 
accept to some extent the services of the incompetent, the disloyal 
and ignorant, because they cannot produce without their aid. So 
long as they have to face these inevitables, their costs must thereby 
be increased and for the time being such costs are true costs. As 
the world progresses these conditions will be eliminated gradu- 
ally and then we shall have true costs as Mr. Emerson sees it. 
Until that time arrives, however, we must face the inevitable. 


Professor Francis Walker in his book on political economy 
advances the argument that the theory of profits is analogous to 
the Ricardian theory of rent. The incompetent manufacturer, so 
long as the demand calls for his supply, establishes the cost. He 
makes practically no profit except when demand exceeds supply. 
The prices he establishes, and on which he barely exists, are 
practically tantamount to his cost. The difference between his 
cost and the costs of other manufacturers in varying degrees (who 
are able to obtain the same prices) constitutes profit. When 
supply exceeds demand, the incompetent manufacturer is squeezed 
out of existence and the profits of those remaining are reduced 
accordingly. There are, of course, many qualifications to this 
general principle advanced by Professor Walker, and at times they 
overshadow it so that it can scarcely be detected. 


The selling prices of the majority of manufactured products 
are determined mainly by the actual-cost-plus-percentage-of-profit 
plan—at least that is the theoretic basis. In actual practice the 
individual selling prices of each manufacturer are not necessarily 
determined by cost, but each manufacturer watches the other and 
obtains what he can for his products, having regard to all con- 
ditions governing the market for them. It is not improbable that 
the main factor in determining selling prices is the principle 
advanced by Professor Walker. The inefficient manufacturer 
whose product is necessary to meet the world’s demand must at 
least cover his cost, and that fixes the general selling price, Supply 
and demand are constantly reacting on that price. The more 
efficient the general body of manufacturers becomes the less profit 
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will there be in the goods produced by them. Eliminate the 
inefficient manufacturer by increasing his efficiency, and the selling 
price must be reduced because supply and demand step in sooner 
or later. If demand becomes insistent, prices will automatically 
increase and even the inefficient manufacturer can make profits. 
As soon as demand begins to lessen and supply exceeds it, prices 
automatically fall. Artificial regulations may temporarily obscure 
the effect of such general laws, but they cannot in the long run 
prevail. Generally speaking prices are fixed on the general prin- 
ciples outlined. If a manufacturer is to be successful he must 
do all in his power to produce efficiently. He cannot unload the 
burden of extravagance, incompetency and inefficiency on his cus- 
tomers—at least not permanently—because his competitors are 
always ready to supplant him, 


In his pamphlet Mr. Emerson says: “Both the ideals and the 
limitations of the accountant are: he wants (1) authority and— 
God help him—he takes it from workman or foreman; (2) he 
wants assignment of charge. Material and labor and equipment 
wasted must be charged somewhere, therefore to the output; (3) 
he wants accuracy—wants his books to balance.” As a general 
statement of the ideals and limitations of the accountant, Mr. 
Emerson’s pronouncement fails miserably or else he is bitter 
towards accountants for some reason known to himself. Account- 
ants as such are not engineers or factory managers and, if Mr. 


Emerson has kept his eyes and ears open, he must know that 
engineers and factory managers are not accountants and do not 


profess to be such. He either does not or will not understand 
the function of the accountant. 


Mr. Emerson then proceeds to state that, “the efficiency ideal 
is (1) to ascertain what cost ought to be, (2) to find out what cost 
is, (3) so to work that actual cost is changed into standard cost.” 


I maintain that the second ideal stated above is the ideal of 
the accountant solely and that the efficiency engineer as such is 
not capable and is not concerned therewith; that the first ideal 
should be the result of the combined efforts of the efficiency 
engineer and the accountant working together; and that the third 
ideal is outside the function of the accountant as such and should 
be the supreme ideal of the efficiency engineer. 
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Returning to Mr. Emerson’s statement of the ideals and 
limitations of the accountant, he says first that the accountant 
wants authority and, after referring slightingly to the workman 
and foreman, calls on God to help him. It sounds like the Kaiser. 
As a matter of fact, the accountant relies very little upon the 
authority of the workman or foreman. He appreciates the fact 
that workmen and foremen are not accountants and do not profess 
to be. The accountant is constantly urging that the workman and 
foreman should not be burdened with unnecessary clerical work 
which interferes with the service which they are naturally expected 
to render. He knows that if they are so burdened they will fail 
in their own spheres and that any attempt made by them in the 
direction of accounting beyond that which is incidental to their 
work will be worse than useless. Mr. Emerson does not indicate 
what authority the accountant takes from the workman and the 
foreman. I presume that he refers to information given on time 
cards as to labor operations and to factory requisitions as to 
materials. Unless there be a shop clerk to attend to these, on 
whom will Mr. Emerson rely for his authority in the ascertain- 
ment of true cost? The accountant endeavors to eliminate 
inaccuracies in original records as far as possible by the use of 
mechanical devices. What does Mr. Emerson propose as a substi- 
tute? Does he wish to have an army of trained efficiency 
engineers watching and recording every operation in the factory? 
The accountant urges that clerks be employed in the factory 
wherever the character and extent of the original records warrant 
it. Can Mr. Emerson advance a reasonable substitute? The 
accountant assembles and segregates such original records—checks 
their accuracy and records the information obtained. Mr, Emer- 
son does not advance a single practical suggestion. He makes 
general statements which mislead and advances ideals which 
already exist as a substitute. 

Secondly, Mr. Emerson says the accountant wants assignment 
of charge—materials and labor and equipment wasted must be 
charged somewhere—therefore to the output. Quite true—if there 
has been wastage of material which has been paid for, where must 
it be charged if not to the output? If the cost of wasted material 
and wasted labor be not included in cost, the cost so ascertained 
is not true. In any case what would Mr. Emerson do with such 
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charges? What could he do? It is the function of the factory 
manager or the efficiency engineer to eliminate such waste and 
the costs ascertained by the accountant will soon show the waste. 
It is not the function of the accountant to eliminate waste, but it 
is his duty so to prepare his cost statement if possible that the 
presence of wastage will be shown and thereby enable the factory 
manager to rectify the trouble. 

Thirdly, Mr. Emerson says, the accountant wants accuracy— 
wants his books to balance. Of course he does—and if the 
efficiency engineer wants otherwise, his client or employer will 
soon be in bankruptcy. 

More could be said in reply to Mr. Emerson, but the above 
remarks are sufficient to indicate the foolishness of his remarks 
concerning accountants. More cant has been written and spoken 
under the name of efficiency during the last few years than on any 
other subject. The writer does not desire to decry the advantages 
of efficiency as it is now understood by the business world gener- 
ally, but the time is ripe to cease glittering generalities and advance 
only sound practicable and reasonable principles and methods. 
Common-sense, integrity, loyalty and the concentrated application 
of one’s ability to the affairs of business will do more to eradicate 
existing evils than volumes of indefinite verbosity, which cannot 
be specifically denied but result in no positive betterment. 








Profit Earned and Profit Collected 


By FReEDERICK THULIN 


Professional axioms reflect the attitude of a profession. The 
accounting axiom—‘“Do not anticipate anything except a possible 
loss”—reflects the conservatism of the accountant. The account- 
ant is by his training somewhat of a pessimist. However, the 
average business man is an optimist and should be an optimist; 
he has a tendency to overvalue and take on a roseate vision when 
appraising and forecasting. The accountant in the exercise of 
his professional duties, therefore, exerts a stabilizing influence 
in business. 

The accountant of necessity must take that cautious attitude 
under which business men sometimes chafe. The medium of 
expression for the accountant is primarily the figure, and as 
figures are inexorable in their significance, the figures should 
point to the side of conservatism. A failure on the part of figures 
to function thus accurately has given currency to the expression 
of Sockless Simpson, “While figures do not lie, liars will figure.” 

The accountant in the main practises true to the canons of the 
profession. The theory of inventory valuation, the exhibiting of 
the contingent liability, the handling of depreciation, obsolescence, 
etc., are instances of the adherence to the aforementioned prin- 
ciple. 

There is, however, a point in the true exhibition of accounts 
that frequently escapes the attention of the accountant, to wit: 
Shall a distinction be observed between collected and uncollected 
profit or income and earned and unearned profit or income? 

There is obviously a difference between earned ard unearned 
profit or income and collected and uncollected profit or income. 
From the point of view of moral philosophy, an item of profit or 
income is earned when the service or commodity is given and a 
business has taken in exchange therefor, or is entitled to receive 
in exchange therefor, a legally enforcible obligation. While the 
foregoing is true in the realm of ethics, in the realm of the prac- 
tical, the earned profit or income should not be confused with the 
collected profit or income. 
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In this age when business is transacted primarily by means of 
credit instruments, there has been a tendency to consider credit 
as equivalent to a collection, when the item of accounting profit is 
concerned. But such a procedure is not warranted from a true 
observation of credit. The credit of today is reflected in three 
forms. 


(1) The U. S. governmental or quasi-governmental 
credit, represented for accounting purposes in the 
receipt of the greenback, treasury note, national 
bank note, federal reserve note, silver certificate and 
fiat specie, 


(2) The receipt of credit instruments, such as cheques, 
drafts, etc., which find their way into the balance 
on deposit with a bank. 


(3) The credit which is chiefly in evidence is in the form 
of notes receivable, bills receivable and open book 
accounts or accounts receivable. 


The profit on a sale of a commodity or service, which is 
reflected on the debit side in divisions one and two of the fore- 
going classification, can conservatively be considered as collected 
profit.* True, the government credit may depreciate, and the 
banking institution may fail, but the commonly accepted notion 
is that the government will remain stable and that a bank will 
do likewise. Nothing is very certain in this world, but possibly 
the government and a good bank approximate certainty and sta- 
bility as closely as any human institution can in this vale of tears. 


The profit on a sale of a commodity or service which is repre- 
sented in the third division of the classification is in no sense 
collected profit. The third division may never materialize and 
graduate into the first or second divisions. Should not, therefore, 
the uncollected profits be distinguished from the collected profits 
in the books of account, wherever such distinctions can be prac- 
tically observed? 





* The other assets held in the balance-sheet cannot be classed with the third division 
of credit. Such assets are in the last analysis conversions directly or indirectly from 
divisions one and two. 
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The distinction should in theory, if not in practice, be observed 
in two particulars: 


(1) The proper charge that should be made at the time 
the bad debt is written off. 


(2) The figures in the books of accounts should demon- 
strate the collected and the uncollected profit. 


In a business dealing in a single commodity the question of the 
proper charge can be answered more pertinently and accurately 
than in a business dealing with varied commodities. For instance, 
if an automobile be sold for $2,000.00 at a profit of $500.00 and 
the account is not collected and finally written off the books, the 
proper charge to sales expense, administration expense, financial 
costs, etc., as the case may be, should be $1,500.00 and not 
$2,000.00. The $500.00 profit reflected in the bad debt should 
be charged to uncollected profit. On articles spoiled, or not dis- 
posed of and junked, the charge to manufacturing, etc., is at cost 
—not cost plus the profit a sale would have made for the business. 
In principle the commodity for which payment has not been 
received is on a parity with the spoiled or junked commodity. 


In theory the figures in a set of accounts should recognize the 
difference between the collected and uncollected profit. As a 
practical matter such a procedure is in many instances somewhat 
out of the question owing to the detailed recording that would 
be necessary in some establishments. But the theoretical distinc- 
tion is sound and the ignoring of the distinction should be placed 
on the true grounds, viz., too much recording and expense to 
demonstrate a fact that has possibly little practical significance.t 


Where, however, the form of business is such that an 
accounting simplicity also can be accompanied by the arithmetical 
demonstration of the distinction, the accounting machinery should 
operate to bring the information to light. 





+ The bond departments of many banking institutions ignore the principle of 
amortization in accounting for the bond profits. Thus if a $1,000.00 bond is purchased 
at 90 and later sold or collected at maturity at par, bond premium is credited 
$100.00 The interest collected in the meantime is credited to the bond interest account. 
As bond profits are reflected in the bond premium or bond discount account, such a 
procedure is obviously incorrect. But the detailed work necessary to handle amorti- 
zation is considered as a sufficient excuse to ignore the principle. 
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There are two forms of business transactions that can easily 
adopt the accounting procedure which will perform this office: 


(1) The lending functions of a banking institution. 
(2) The long time instalment contract, particularly the 
real estate contract. 


BANK REVENUE OR PROFIT 


The revenue on the bank’s lending activity takes two forms: 
first, the loan which anticipates the profit. To illustrate: 


Jones, a customer, borrows $1,000.00 at a 
discount of 6 per cent. for 60 days, executing his 
note therefor. 
The journal entry to record this transaction would be 
Debit loans and discounts $1,000.00 
Credit individual deposits 990.00 
Interest account 10.00 
Secondly, the loan which does not anticipate the profit. To 
illustrate : 


Jones, a customer, borrows $1,000.00 for 60 
days, executing his note, which bears interest at the 
rate of 6 per cent. 

The journal entry in this situation would be: 
Debit loans and discounts $1,000.00 
Credit individual deposits — 1,000.00 


When the note, with interest, matures and is paid, the interest 
account is credited with $10.00. 

But the interest account as shown on the books of most banks, 
large and small, is composed in part of collected and in part of 
uncollected income.* As the practical banking accounting 
machinery in vogue can observe the distinction without the neces- 
sity of incurring the difficulties of fact which would confront the 
ordinary business accounting machinery, there seems to be no 
real reason why the distinction should not appear on the books. 

When a loan is made which anticipates the income, the amount 
thereof can be noted on the reverse side of an instrument in some 


convenient corner. The income is credited to uncollected interest 
fone oa 


_ “Some banks recognize the distinction between “collected” and “uncollected” 
interest as well as “earned” and “unearned” interest. 
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account. At the time the instrument is paid credit collected 
interest account and charge uncollected interest account. As the 
data are on the instrument itself and as the instrument is physi- 
cally handled when paid by the obligor, no rule of convenience 
seemingly is violated. The teller’s blotter (journal) can easily 
carry an additional debit and credit column in which the entries 
can be made. A controlling account could be kept in the same 
manner as the exchange account is kept. 

If the instrument is uncollectible the amount actually lent is 
charged to the proper account, the uncollected income being 
charged back to the uncollected interest account. By this method 
the account of loans written off shows the correct amount of such 
loss. There seems to be no reason for charging off a loss which 
is more than the sum which was actually lent to a customer. 

The interest on the loan that does not anticipate the profit 
(interest) is never entered in the interest account. Yet if such 
a note is uncollectible and written off, the amount written off is 
the face thereof and not the face plus the interest which 
the bank has earned, but has been unable to collect. 

The proof of the balance outstanding in the uncollected 
interest account is the total made up from the notations on the 
instruments held in the custody of the bank. Such a proof could 
be made at the time the loans are verified to ascertain whether 
or not the total corresponds to the total held in “loans and 
discounts.” 


Lonc TIME REAL EsTATE INSTALMENT CONTRACT 


The accounting procedure in regard to the long time instalment 
contract, particularly the real estate contract, should take note 
of the classification of credit. As the collectibility is anticipated 
for so long a period in the future, the segregation of the collected 
and uncollected profit is practically necessary and is more than 
a compiling of interesting information. If any other procedure is 
adopted, the business will soon have a profit account that is 
altogether out of proportion to the assets out of which profits 
can be paid. 

The plan that is adaptable to the handling of the real estate 
contract can also be adapted to other long time contracts. And 
the principle is a sound one. The real estate contract is the credit 
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to the property account, the account in which the parcels of land 
are held at cost. To illustrate: a parcel of land is held at $950.00 
and is sold for $1,250.00. When the contract is signed the fol- 
lowing journal entry is made: 


Debit 
Due on real estate contracts $1,250.00 
Credit 
Property account 950.00 
Uncollected profit account 300.00 


As the periodical payments are made on such contract there 
is the necessity of apportioning the payment to the collected profit 
account and reducing the uncollected profit account. The method 
of apportionment is arrived at thus: 


The uncollected profit is divided by the number of $10.00 pay- 
ments necessary to liquidate the indebtedness. (The figure $10.00 
need not necessarily be used, but as most contracts provide for 
definite monthly payments on the principal, a decimal is the most 
convenient.) In the illustrative case $300.00 divided by 125 
equals $2.40, or the amount of earned profit on every $10.00 pay- 
ment on the principal sum. 


Therefore if a part payment of $50.00 is made, the journal 
entries would be 


(1) 
Dr. Cash $50.00 
Cr. Due on real estate contracts $50.00 
Dr. Uncollected profit account $12.00 
Cr. Collected profit account 12.00 


Any interest that may be paid is credited to the interest 
account. There is no element of uncollectibility in such a situa- 
tion, as the interest account represents a payment which is classed 
in credit classifications one or two. The account is a true reflec- 
tion of earned income. 


If by the terms of the contract a payment of $10.00 is to be 
paid monthly on the principal and interest to be paid monthly or 
semi-annually, the same principle will be applicable. 
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As the proportionate rate of reduction of uncollected income 
can be noted on the duplicate copy of the contract, the detail 
recording on the cashbook or journal adapted for such purpose 
can be done very expeditiously. 

By the terms of the real estate contract, there frequently is a 
provision that a mortgage shall be given when a certain portion 
of the contract is paid. When a mortgage is taken the principle 
remains the same. The uncollected profit account is not charged 
until the mortgage is sold. As no secondary liability is ordinarily 
assumed by the vendor when a mortgage is sold, the charge to 
the uncollected profit account and the credit to the collected profit 
account is absolute. 

For greater clearness and where the business warrants it, it 
may be desirable to open a separate account for profits on mort- 
gages taken on contracts—“uncollected mortgage profit,” “col- 
lected mortgage profit.” As the instrument itself can have thereon 
the notation of the amount of uncollected profit, the entry, at the 
time of sale, can easily be made, 

An element in real estate contract accounting that cannot be 
ignored is the forfeiture clause present in most contracts. The 
provision is sustained in most of our state jurisdictions, although 
not in the English courts. 

In brief, the forfeiture is accounted for in the following man- 
ner. The uncollected profit represented in the unpaid purchase 
price is charged to uncollected profit account. The parcel for- 
feited is re-entered in the property account. As the forfeiture is 
in the nature of a foreclosure, the price of acquisition, and not 
the face value of the parcel, is the proper amount to hold in the 
property account. The acquisition price is clearly the unpaid 
portion of the contract less the charge to uncollected profit 
account. To illustrate: on the assumption that the unpaid portion 
in our illustrative case is $500.00, the entry would be 

Dr. 
Uncollected profit account $120.00 
Property account 380.00 
Cr. Due on real estate contracts $500.00 

When the parcel is re-sold, the basis for computing the uncol- 
lected profit is the difference between the sale price and the price 
of the acquisition. 
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The piano instalment contract, the long time book contract and 
other kinds of long time financing* in theory should be subjected to 
the same accounting procedure as the real estate contract. To do 
otherwise is to anticipate collectibility. While the anticipatory 
feature might be practically offset by the establishment of a credit 
reserve to meet delinquencies in future payments, the theory is 
none the less violated. The reserve is an estimate: the other 
method is a certainty in the significance of the accounts. 


The distinction between collected and earned profit may pos- 
sibly be of importance under the federal tax laws. 


The payment of the excess profits tax and the income tax will 
impair in some instances the working capital of a business. Much 
of this tax, in businesses which have present the element of long 
time financing, will be on profits which are yet uncollected. The 
income tax will be likewise, in many cases, a payment out of profits 
long before such profits are in the form of usable credit. 

While the treasury department, in its decisions 2005, 2090 and 
2130, and particularly in 2137, has frowned on the discrimination 
between earned and collected income, yet the matter, to the writer’s 
knowledge, has never been brought to the attention of the federal 
officers in the form of accounts kept on the basis which observes 
the distinction. 


The government officers have taken a liberal attitude toward 
business—the government must take this attitude—but the treas- 
ury department is somewhat bound by the phraseology of the 
legislation and cannot legislate or usurp the court’s prerogative of 
interpreting an enactment. If the leeway—the authorization for 
which springs from the legislation itseli—were pointed out to the 





* The instalment contract in regard to services to be performed in the future is 
somewhat different from the instalment contract given in payment for real or personal 
property. Thus a tuition contract signed in 1917 for $125 payable in monthly 
instalments of $5.00 is not returnable in 1917 as gross income $125, with the contract 
as the offsetting debit, “accounts receivable, $125.’"’ The gross income is the tuition 
actually paid under such contract. (Ruling handed down by the treasury department 
Dec. 17, 1917.) The question of the correct handling of such contracts is an important 
one in school accounting, particularly in the case of the correspondence school. The 
latter kind of institution invariably handles its enrolments on the instalment basis. 
The somewhat difficult question arises in regard to the commission paid to salesmen 
in securing such enrolments: Shall such commission be apportioned over the life of 
the enrolment contract? Furthermore, shall instruction material furnished the student 
on enrolment be apportioned? There seems to be no logical reason for apportioning 
the compensation paid to the salesmen; such disbursement can fairly be considered as 
an expense for the year 1917. The instruction material, however, stands on a some- 
what different footing; it is analogous to the sale of merchandise and logically should 
be apportioned over the life of the enrolment, 
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officers, the treasury department undoubtedly would pay defer- 
ence to a system of recording which demonstrated the legality 
of the distinction, 

By section 8, paragraph G of the act of September 8, 1916, 
the treasury department seemingly has the power to recognize 
such a set of accounts: 


An individual, corporation, joint stock company or association keeping 
accounts upon any basis other than that of actual receipts and disburse- 
ments, unless such other basis does not clearly reflect his or its income, 
may, subject to regulations made by the commissioner of internal revenue 
with the approval of the secretary of the treasury, make his return upon 
the basis upon which his or its accounts are kept, in which case the tax 
shall be computed upon his or its income as so returned. 
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Cash Discounts 


By J. H. SchHacKMANN 


In none of the works on accounting which have come under 
the writer’s observation has he seen what in his opinion is a 
logical, consistent and correct handling of the subject of cash 
discounts when judged by some of the most fundamental prin- 
ciples of accounting theory and common-sense. 


Common-sense surely affirms that a reduction of the cost of 
anything cannot in itself ever be a profit. Correct accounting 
theory lays down the law that each accounting period must be 
charged with only its proper proportion of expense and credited 
with only its proper proportion of income. It also lays down 
the law that, when highly desirable or very convenient, assets 
and liabilities may be booked at a figure higher than their real 
worth, provided the principle of valuation is reasonable and that 
proper offsetting valuation accounts are set up so as to bring 
their net worth to a figure as nearly correct as possible. 


Many writers who explicitly set forth these principles do not 
handle cash discount in accordance with them. Judging from 
what they say, it appears that many accountants take no cog- 
nizance on the books of account of discounts offered or discounts 
lost, but only of discounts taken. It appears, too, that these 
accountants take the whole amount of cash discounts received 
during a period and throw it into the profit and loss account for 
that period. At this point, however, there is a difference of 
opinion whether it is correct to handle it as other income or as 
a reduction of the cost of the goods sold during the period. 


Now, cash discount taken is neither other income nor a reduc- 
tion of the invoice cost of goods sold during the period. It is 
merely a reduction of the amount of discount available at the 
time it is taken. It is difficult to see why so many writers on 
accounting matters regard it as anything else. To consider dis- 
count taken in either of the two above-mentioned ways is con- 
trary to accounting principles, and to handle it thus will result 
in erroneous balance-sheets and profit and loss statements. 
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The correct view of cash discounts offered is that it is a real 
reduction of the invoice cost of the thing purchased—an offset, 
in fact, quite regardless of whether it is taken or lost. If it 
is lost it is a real loss—a loss that is the cost of taking the longer 
time before making settlement. If payment is made before the 
expiration of the discount period and the discount is taken, the 
cash payment does not discharge a real liability greater than the 
payment for the simple reason that the face value of the invoice 
was not owed, and would not have been owed until the discount 
period had expired, regardless of at what amount the liability was 
booked. This is the only view of cash discounts that does not 
contain within itself the germs of inconsistency and that does not 
work out in conflict with correct accounting principles. 

That the latter view is correct and the former wrong will 
perhaps be clearer if each is applied to the same set of hypo- 
thetical cases. Let the following be taken: 

Case 1 

John Doe begins business January 1 with $100,000 cash. 
January 25 he buys $100,000 worth of goods at 2 per cent. off 
if paid in 10 days. January 31 he pays the bill and takes the 
discount. No other transaction for January or February. 

Case 2 

This case is the same as case 1 except that the bill is paid 
on February 1. 

Case 3 

This case is the same as case 1 except that payment is not 
made until February after the discount period has expired. 

CASE 4 

This case is the same as case 1 except that during January 
John Doe sold 45 per cent. of the goods at a profit of 20 per cent. 
above invoice price, and during February he sold the remaining 
55 per cent. on the same basis. 

Handling cash discounts according to the first view the follow- 
ing are the results: 

Case 1: A profit of $2,000 in January; none in February. 

Case 2: A profit of $2,000 in February; none in January. 

Case 3: No profit in either month. 

Case 4: A profit of $11,000 in January; and a profit of 
$11,000 in February. 
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These results are obviously incorrect and absurd. In cases 
1 and 2, profits were shown as made, although there were no sales 
in either month. Case 3 shows neither a loss nor a gain, although 
the goods on hand could be duplicated for only $98,000. Case 4 
shows an equal amount of profit for each month, although the rate 
of cost and the rate of profit were the same in each, and the 
sales of the latter exceeded the sales of the former by 22.22 
per cent. Could there be a plainer demonstration that this manner 
of handling cash discount is altogether wrong? 


Correct MetHop oF HANDLING CaAsH DISCOUNTS 


Because of the desirability and great convenience of booking 
purchases and the corresponding accounts payable at the invoice 
price, they should be so booked. Account must be kept of the 
amount of discount offered, and this must be set up on the books 
as follows: 


Discounts available on accounts payable dr. to 
Discount on invoice price of purchases 

The first is a valuation account of accounts payable; the 
second, of merchandise. The first is written off the books by 
crediting to it the amount of cash discount taken—the corre- 
sponding debit being to accounts payable—and the amount of dis- 
counts lost—the corresponding debit being to the profit and loss 
account. The amount unexpired at the end of an accounting 
period is carried forward as the opening balance of the following 
period. The second is written off by debiting it for a proper pro- 
portion and crediting cost of goods sold during the period, the 
latter being calculated on a basis of invoice cost. In arriving at 
the proper proportion find the percentage that the cost of goods 
sold bears to the total of the opening inventory and the pur- 
chases for the period, and take that percentage of the balance 
of the discount account. 

According to this method cases 1 and 2 would show no profit 
in either month. Case 3 would show a loss of $2,000 in February, 
but neither a profit nor a loss in January. Case 4 would show a 
profit of $9,900 in January and a profit of $12,100 in February, 
an increase over January of $2,200, or 22.22 per cent., as it should 
be when the rate of cost and the rate of profit are alike and sales 
increased 22.22 per cent. 


45 








The Journal of Accountancy 


I anticipate two objections: the one that not all discounts on 
purchases are applicable to what is sold again, in which case it 
is plainly a question of the proper proportions and the proper 
accounts to credit when the discount on purchases is written off, 
but the principle stands; the other is the practical difficulty of 
applying the principle to concrete cases, but this cannot abrogate 
the principle, and the difficulty will not be so great as appears 
at first sight if the books are properly constructed. 

I have treated the subject altogether from the viewpoint of 
cash discounts offered on purchases. But what has been said 
applies with equal force to cash discounts offered on sales, and, 
mutatis mutandis, they should be handled in the same way. 
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EDITORIAL 
The Accountant’s Great Responsibility 


It may be wofully trite to say that the accountant’s respon- 
sibility is first to himself—that is, to his personal reputation and 
good name—second, to his client, but sometimes it is well to give 
consideration to the trite things of life. At the present time the 
accounting profession bears upon its shoulders a burden of which 
it probably has not full comprehension. Never before in the 
history of the profession has there been so great a responsibility 
laid upon the accountant; therefore it will be well for him to 
consider carefully and constantly the facts, 

It is a time of service in which each individual citizen must 
do his share. Here also is a truism, but one that is seldom fully 
recognized. We, all of us, are apt to say that everyone must do 
his bit and we look with considerable contempt upon our neighbor 
who seems to fall short of what we consider is his bit, but our 
estimation of our own duties is somewhat indefinite and too often 
indifferent. 

The accountant during the next few months must act in a 
capacity of peculiar significance to the financial future of the 
country. We as a nation are pledged to produce a greater volume 
of wealth than has been or could be produced in any other land, 
and that wealth must be derived ultimately from taxation. The 
issuance of bonds is merely taxation postponed. 

The man who will be called upon to prepare tax returns is the 
accountant. Therefore it does not require a power of vivid 
imagination to see something of the vast consequences which 
depend upon the acts of the accountant. 
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The principal revenue from taxation will be derived from the 
income tax and the excess profits tax. The first is sufficiently 
complex to demand the utmost study and analysis—but of the 
excess profits tax, who can speak ? 


Its complexity and ambiguity are almost without parallel in 
taxation history. The public must depend upon the accountant 
and the accountant must depend upon himself. Therefore, a duty 
is strictly laid upon him to prepare himself to give advice and 
assistance to taxpayers everywhere. 


While it is always true, as we have said, that an accountant’s 
first duty is to himself, at a time like this, we may qualify the 
axiom by adding this: an accountant’s first duty is to himself and 
to the public. The duty to the client is not even secondary. 


An obligation rests upon every accountant to acquaint himself 
as thoroughly as possible with the provisions of the law, the regu- 
lations of the treasury department and the interpretations which 
have been or will be placed upon taxation laws by the courts. 
With this information firmly established in his mind he can guide 
his client intelligently. His opinions may be at variance with those 
of the treasury and there may be re-assessments on many state- 
ments of condition, but if the accountant honestly and conscien- 
tiously tells the truth in all financial returns, no blame can attach 
to him or his client if his findings are not in accord with those of 
government officers. It is presumed that the intention of officers 
of the government is to administer the tax fairly. It should be 
even more certain that the accountant will report for his client 
honestly. 


There may perhaps be a small number of men in the account- 
ing profession who would allow their consideration for the value 
of their clients’ patronage to influence their strict adherence to 
veracity in reporting. It has been held that there may be 5 per 
cent of the taxpaying public which would seek to evade a fair tax. 
If this estimate is correct, we may assume that 5 per cent of the 
public will seek for the assistance of accountants who are more 
amenable to fee than fidelity. 


But there must be no misunderstanding. The accountant who 
acquiesces in any attempt at evasion of taxes is a criminal in the 
moral and, if detected, in the legal sense. Every member of the 
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community must see to it that the laws are obeyed and that every 
cent of tribute to our own government is paid and paid promptly, 
without foolish or selfish protest. 

In times of peace it may be permissible to haggle with the 
government, but when the existence of the nation is at stake there 
can be nothing but utter disgust for those who would evade their 
duty and their privilege. 

Of course, it is the duty of every accountant to safeguard the 
true interest of his client. We are speaking now of those who 
might seek to serve interests which would be untrue and unworthy. 

Speaking for the American Institute of Accountants it may be 
well to impress upon members and associates the fact that the 
organization stands firmly for right, and if any attempt on the 
part of a member or associate to evade the full extent of taxation 
measures is brought to the attention of the institute, discipline 
will certainly follow without delay or mercy. 





Cost-Plus-Percentage Contracts 


Accountants who are serving the government directly or indi- 
rectly and in fact most other accountants, even in general practice, 
are today confronted with the question of determining the cost of 
manufacture as a basis for payment under the cost-plus-percent- 
age-of-profit form of contract which is favored by both the navy 
and war departments. There may be a wide difference of opinion 
as to the justice and equity of a contract based upon these terms, 
but the fact remains that accountants must consider the question 
and be prepared to express an intelligent and trustworthy opinion 
upon it. 

A valuable addition to the literature appeared in the latest 
annual report of the paymaster general of the navy. The follow- 
ing excerpts will be of particular interest: 


The work of inquiry into the cost of the many and varied articles 
required for the navy has necessitated the establishment of a chain of 
cost inspection offices under officers of the pay corps, which at the end 
of the fiscal year extended to seventeen shipyards doing new construction 
work, about sixty yards doing repair work on vessels and to a number of 
plants manufacturing ordnance material. The system must, of course, be 
still further expanded. 

Three general forms of contracts have been entered into covering 
this work, namely, a cost plus 10 per cent contract for new construction; 
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a repair contract providing for reimbursement of labor plus 50 per cent. 
overhead, material plus 10 per cent overhead, tool rates and a profit of 10 
per cent on the total; and manufacturing contracts providing for reim- 
bursement of actual cost plus a fixed profit per unit of output. 


These three contracts in the order named represent an evolution in the 
form of cost-plus contracts. It early became evident that a cost-plus- 
percentage of profit contract is undesirable for several reasons, chief of 
which is the fact that it offers no incentive to the contractor for economical 
performance—in fact, since the profit increases with the cost, the incentive 
is in exactly the opposite direction. The percentage contract is based 
on the assumption that compensation should increase with increased service 
and this assumption is a fair one; but under a large contract a most 
painstaking audit is necessary to ensure that increased cost reallv repre- 
sents increased service instead of extravagant expenditure or padding. 

The repair contract, while continuing the percentage feature, is simpler 
from a cost inspection standpoint since the reimbursement for overhead 
is automatic and that item, otherwise the most troublesome, does not 
require extensive examination. This fixing of the overhead at a uniform 
rate for various plants whose actual overhead expenses may be greater or 
less than the standard rate is, however, advisable only where comparatively 
small amounts of money are involved, such as in the repair contracts. 


Bearing these things in mind, representatives of other departments of 
the government were communicated with so as to investigate all phases of 
the subject. These representatives had similar ideas as to the value of 
interchange of views and study of the new conditions surrounding govern- 
ment contract making; and an interdepartmental committee was formed, 
consisting of delegates appointed by secretaries of the navy, war, com- 
merce and from the federal trade commission and the council of national 
defense. As a result, considerable progress has been made toward arriv- 
ing at, first, a more satisfactory form of cost-plus contract and, second, a 
clear definition of what elements should be permitted to be charged to cost 
of work done for the government. 

The manufacturing contracts entered into about this time, the cost and 
payment provisions of which were prepared by S and A (bureau of 
supplies and accounts) under the direction of the secretary and in con- 
junction with the bureau of ordnance and the solicitor, are a step toward 
a contract which establishes a community of interest between the govern- 
ment and the contractor, in that the profit is not a percentage on cost, 
increasing as the cost increases, but is a fixed sum per unit. Under such 
conditions it is to the contractor’s advantage to prosecute the work 
expeditiously in order sooner to realize his profits, this being to the 
advantage of the government in the matter of deliveries and also in the 
lower costs that are likely to accompany rapid turnover. 

It has been the policy to recommend that, wherever practicable, an 
estimated cost be agreed upon in order that a complete community of 
interest may be established by increasing the profit up to a certain maxi- 
mum or decreasing it down to a certain minimum through the sharing 
by the contractor and by the government of gains or losses in actual cost 
as compared with the estimate. In cases where the manufacturers are 
undertaking a line of work which is new to them, the fixing of a satis- 
factory estimated cost is, however, difficult if not impossible. 

In entering into a cost-plus-percentage contract or into a cost-plus- 
fixed-profit contract where the profit is fixed on the basis of a percentage 
on estimated cost, it is becoming more and more evident that several 
elements—chief of which is the rapidity of turnover—must be taken into 
consideration. Otherwise the profits, supposedly fixed on a reasonable 
basis, may be exorbitant or unreasonably low when measured as a return 
on investment in plant, inventories and working capital. Ten per cent on 
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cost will result in some cases, due to the rapidity with which the article 
can be turned out, in 100 per cent per annum return on investment or 
even more; and conversely, when the turnover is slow, it may be and 
frequently is much less than 10 per cent per annum return on investment. 

In addition to return on investment, it is necessary to give consideration 
to the element of reward for enterprise. This element of profit is most 
clearly evident in cases where the government has furnished the plant 
and equipment to contractors having the requisite experience and organ- 
ization, there being in such cases no plant investment on which to measure 
a return. 

Progress has been made in eliminating controversial elements in deter- 
mining actual cost under cost-plus contracts. One of the most contro- 
versial—and one concerning which the ideas of the average manufacturer 
are somewhat hazy—is depreciation. A provision to the effect that the 
government will pay “a reasonable allowance” for depreciation (a phrase 
borrowed from the munitions tax law) is likely to lead to controversy and 
litigation. But if a valuation of the plant can be agreed upon in advance, 
not based on present abnormal reproductive values but representing actual 
or approximate first cost, and a fair annual percentage can be agreed upon 
for the two principal classes of property involved, i. e., buildings and 
machinery and equipment, these difficulties are eliminated. The policy is 
now being followed in the preparation of manufacturing cost-plus con- 
tracts. 

In the manufacturing contracts it has been specifically provided that 
federal income and excess profits taxes are not to be regarded as a part 
of the cost. Inasmuch as these taxes are by their nature an assessment 
on net profits realized after all deductions have been made for manu- 
facturing expenses and inasmuch as the tax-making power conferred upon 
the government by the constitution presumably can not be nullified by a 
contract entered into by an executive department, it appears doubtful 
whether, even were the contract silent on the subject, a manufacturer could 
recover these items as a part of. the cost. In order, however, that the 
department might be specifically protected against any such claims and 
also in order that the manufacturer might be under no misapprehensions 
as to the intent of the contract, it seemed advisable that this point be 
specifically covered. In cases where it was represented that the scale of 
profits should be made larger in order to cover these items, it was pointed 
out that an indirect refund of taxes was deemed to be just as much 
beyond the power of the department as a direct and specific refund of 
them and just as much in contravention of public policy. 

If a contractor is allowed the scale of profit paid to a manufacturer 
who not only operates but owns a plant and working assets, interest and 
rent are not allowed as a part of cost under the manufacturing contracts, 
the procurement by the contractor of the necessary plant and working 
capital being a matter antecedent, in essence even if not in point of time, 
to the awarding of compensation on the dual basis. Engineering concerns in 
entering into cost-plus contracts commonly accept a smaller scale of profit 
than concerns which in addition to performing services provide a plant. 
Where a manufacturer cannot provide his own plant and working assets, 
but is receiving the higher compensation based on furnishing those things, 
he must hire a plant and working capital out of his profits. That element 
of profit, in other words, which is return on investment goes to the owner 
whether he be also the manufacturer or a landlord or a banker; a con- 
tractor is not entitled to return on an investment which is not his. 

In the development of the manufacturing contracts and the system 
of cost inspection thereunder, S and A has endeavored to protect the 
government in the broadest way, while at the same time facilitating in 
every way the prompt execution of the work and the prompt payment 
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of the contractors’ bills. To accomplish this, much more is being done 
than merely to establish a sound definition of cost, important though that 
be, and to verify the contractors’ actual expenditures thereunder. An 
effective oversight of methods of purchase under subcontracts has been 
established and while there is a limit to the extension of this sort of thing, 
it being manifestly impossible to follow each transaction back of sub- 
contractors to the mines and the forests, contractors are required to show 
on every subcontract of their own that they have taken due precautions in 
the matter of obtaining competition and that, quality and deliveries being 
taken into account, the lowest bids were accepted. In the matter of labor, 
wage schedules are compared with prevailing rates and the actual appli- 
cation to the contract of labor claimed as a proper charge against it is 
verified by government time checkers. Special care is also devoted to 
examination of the contractor’s overhead charges. Similar methods are 
being used by the officers of the pay corps detailed as cost inspectors on 
Soar Pe acting jointly under S and A and the compensation 
oard. 

As part of the cost under certain manufacturing contracts, new 
facilities have been provided, the country being confronted in various 
lines with an absolute shortage of capacity. Agreements have been 
made with the contractors whereby the navy will be in a position to 
realize on these improvements after the war. In certain cases where 
fixed price contracts have been entered into, the estimated shrinkage in 
value of new capacities installed by the contractor to meet the require- 
ments of the navy has been amortized into the price of the product. In 
arriving at prices to be paid on numerous large fixed-price contracts, 
officers of S and A after going over manufacturers’ cost records and 
estimates have been able to obtain voluntary reductions amounting in 
all to several million dollars. In certain cases provisions have been inserted 
providing for adjustments up or down to take care of changes in scale of 
wages and prices of raw material. 

On account of indeterminate liability, trouble and expense of cost 
inspection and the possibility of disputes and litigation, even the best 
possible form of cost-plus contract is less satisfactory to the government 
than a straight purchase and sale contract on reasonable terms. When a 
manufacturer comes to a realization of the fact that the government will 
not pay excessive profits, one of the main obstacles to the free negotiation 
of a fixed price contract on reasonable terms is removed. The next 
obstacle exists in the fact that under a fixed price contract with a com- 
paratively narrow margin of profit the contractor may need a larger allow- 
ance for protection against increased labor and material costs than the 
government feels free to agree to on a fixed basis. Under simple methods 
of manufacture where such increases can readily be shown by an occa- 
sional audit, a fixed-price contract may be entered into at a reasonable 
figure but with a clause providing for price adjustments. Where condi- 
tions are more complex, a cost-plus contract with continuous audit for the 
protection of the government is practically unavoidable. It is also 
unavoidable in cases where the contractor is entering upon a new line of 
work and is unable to make a close estimate of cost. 

When the contractor and the government are unable to agree on the 
amount or on the percentage of profit, not only is the free negotiation 
of a fixed price contract impracticable but the cost-plus contract is also 
debarred and recourse must be had to the authority conferred by recent 
legislation to place an order at a price deemed fair by the government. 
As one party to an arrangement of this sort is presumably acting under 
compulsion, its disadvantages from the standpoint of community of interest 
are obvious. This method of placing contracts on a “navy order” has 
other disadvantages due to the fact that it leaves the final price subject 
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to determination by the courts, which will involve not only expense and 
trouble of litigation but also a series of retroactive adjustments. As an 
example of the complexity of such adjustments may be cited a case where 
the government procures material on a navy order, furnishes it to a 
manufacturer, who in turn furnishes a fabricated article to a shipyard 
building ships on a cost-plus-percentage basis. 

Final recommendations have been submitted to the secretary of the 
navy on the navy yard cost accounting system (including proposed shop 
rates for eight of the industrial yards) whereby the principles approved 
during the past three years may be placed in full effect. By the adoption 
of these rates, it is intended that the navy yards will be put on a com- 
parable basis with each other and with private plants and that the expendi- 
tures for overhead, in so far as they represent the capacities of the plant 
taken up by the work engaged upon, will be reflected in the costs. 

An accountability for these expenditures will thus be established and 
an incentive furnished to the yards for economical prosecution of their 
work. The end to be served is not simply to find out the cost of work 
but thereby to get more and better output per dollar, since a proper system 
of daily and monthly cost reports furnishes the chief and practically the 
only comprehensive survey of operations whereby a large plant may be 
effectively administered. 

A common conception of accounting is that it is something entirely 
academic; its importance to efficient administration not being generally 
understood. 

The highest developed phase of accounting is the system covering the 
manufacturing, shipbuilding and repair operations of the industrial yards. 
Its greatest importance in war time is essentially the same as in peace 
time, viz., not as an academic report on cost of a job (for in war time 
cost in itself is secondary) but as a guide to the distribution of labor in a 
large plant so that inefficiencies may be corrected, work systematically 
controlled and more output secured. The accounting department is the 
intelligence branch of the industrial department and is essential to efficient 
shop management. 

The old governmental idea of accounting has been that it is routine 
bookkeeping after the fact, with no vital connection with administration. 
This runs counter to all civilian experience; and to-day there is being 
developed a system intended to furnish administrative officers of navy 
yard plants an efficient instrument of control similar to those at the com- 
mand of the management of great private plants. The whole object of 
the present development in industrial accounting is to supply a vital part 
of management which has been sorely needed. With the new system based 
on methods of work instead of on bookkeeping theories, accounting 
officers have to have a special and practical knowledge of shop conditions, 
utilities and processes. In time of stress the experienced man should 
therefore be retained. There will be a greatly increased strain on the 
accounting departments, requiring capable supervision, ingenuity and 
expert knowledge; and, in order that the cost system may not fail the 
industrial department at the time for which it—in common with all other 
naval activities—exists, it is the intention that the experienced accounting 
officers be not replaced unless absolutely unavoidable. 

The same thing applies to the improvements in the system which are 
under way. They are all designed to make the accounting system a more 
effective, practical tool of administration and are not merely old style 
bookkeeping methods to be cast aside in time of stress. Their prompt 
development is even more essential now than during peace times. For 
that reason, it is the intention to proceed as before with the orderly devel- 
opment and application of these features. The connection between some 
of the details and war may seem remote at times; but there is a connection 
in that their sole object is to improve and render more efficient. 
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Election of Auditors 


Tue JourNAL oF AccounTANcy has frequently urged adoption 
of the English practice of election of auditors by stockholders and 
frequent reference has been made to the many excellent provisions 
of the English companies act. 

The Canadian laws also have been quoted at some length in 
these pages. It is interesting to follow the course of legislation in 
the British dominions and we quote below section 94 (a) and (b) 
of the Canadian act (September 20, 1917) to amend the companies 
act, dealing with the election, remuneration and duties and powers 
of auditors, in the hope that the force of example may have some 
effect upon practice here. 


(1) Every company shall at each annual general meeting appoint an 
auditor or auditors to hold office until the next annual general meeting. 


(2) If an appointment of auditors is not made at an annual general 
meeting, the secretary of state of Canada may, on the application of any 
shareholder of the company, appoint an auditor of the company for the 
current year, and fix the remuneration to be paid to him by the company 
for his services. 

(3) A director or officer of the company shall not be capable of being 
appointed auditor of the company. . 

(4) A person, other than a retiring auditor, shall not be capable of 
being appointed auditor at an annual general meeting unless notice of an 
intention to nominate that person to the office of auditor has been given 
by a shareholder to the company not less than fourteen days before the 
annual general meeting; and the company shall send a copy of any such 
notice to the retiring auditor, and shall give notice thereof to the share- 
holders, either by advertisement or in any other mode provided by the 
by-laws of the company not less than seven days before the annual general 
meeting : 

Provided that if, after notice of the intention to nominate an auditor 
has been so given, an annual general meeting is called for a date fourteen 
days or less after the notice has been given; the police, though not given 
within the time required by this provision, shall be deemed to have been 
properly given for the purposes thereof, and the notice to be sent or given 
by the company may, instead of being sent or given within the time 
required by this provision, be sent or given at the same time as the notice 
of the annual general meeting: provided, however, that a person other 
than a retiring auditor may be appointed auditor of the company at an 
annual general meeting as hereinbefore provided, upon a resolution passed 
by the votes of shareholders present in person or by proxy and holding 
at least two-thirds of the subscribed stock represented at the meeting. 

(5) The first auditors of the company may be appointed by the 
directors before the first annual general meeting, and if so appointed 
shall hold office until the first annual general meeting, unless previously 
removed by a resolution of the company in general meeting, in which 
case the company at that meeting may appoint auditors. 

(6) The directors may fill any casual vacancy in the office of auditor, 
but while any such vacancy continues the surviving or continuing auditor 
or auditors, if any, may act. 
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(7) The remuneration of the auditors of a company shall be fixed by 
the company in general meeting, except that the remuneration of any 
auditors appointed before the first annual general meeting, or to fill any 
casual vacancy, may be fixed by the directors. Imp. Act, 1908, s. 112. 

94B (1) Every auditor of a company shall have a right of access at 
all times to the books and accounts and vouchers of the company, and 
shall be entitled to require from the directors and officers of the company 
such information and explanation as may be necessary for the performance 
of the duties of the auditors. 

(2) The auditors shall make a report to the shareholders on the 
accounts examined by them, and on every balance-sheet laid before the 
company in general meeting during their tenure of office, and the report 
shall state— 

(a) whether or not they have obtained all the information 
and explanations they have required; and, 

(b) whether, in their opinion, the balance-sheet referred 
to in the report is properly drawn up so as to exhibit a true 
and correct view of the state of the company’s affairs accord- 
ing to the best of their information and the explanations 
given to them, and as shown by the books of the company. 


(3) The balance-sheet shall be signed on behalf of the board by two 
of the directors of the company, and the auditor’s report shall be attached 
to the balance-sheet, or there shall be inserted at the foot of the balance- 
sheet a reference to the report, and the report shall be read before the 
company in general meeting, and shall be open to inspection by any share- 
holder. 

(4) Thereafter any shareholder shall be entitled to be furnished with 
a copy of the balance-sheet and auditors’ report at a charge not exceeding 
ten cents for every hundred words. 

(5) If any copy of a balance-sheet which has not been signed as required 
by this section is issued, circulated or published, or if any copy of a balance 
sheet is issued, circulated, or published without either having a copy of the 
auditors’ report attached thereto or containing such reference to that report 
as is required by this section, the company, and every director, manager, 
secretary or other officer of the company who is knowingly a party to the 
default, shall on summary conviction, be liable to a fine not exceeding two 
hundred dollars. Imp. Act. 1908, s. 113. 


We also quote an interesting section of the law dealing with 
the details of the balance_sheet required: 


Section 105 of the principal act is hereby repealed and the following 
substituted therefor: 

105. (1) An annual meeting of the company shall be held at such 
time and place in each year as the special act, letters patent or by-laws 
of the company provide, and in default of such provisions in that behalf 
an annual meeting shall be held at the place named in the special act or 
letters patent as the place of the head office of the company, on the fourth 
Wednesday in January in every year. 

(2) At such meeting the directors shall lay before the company— 

(a) a balance-sheet made up to a date not more than four 
months before such annual meeting: provided, however, that 
a company which carried on its undertaking out of Canada 
may, by resolution at a general meeting, extend this period to 
not more than six months: 

(b) a general statement of income and expenditure for the 
financial period upon the date of such balance-sheet ; 
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(c) the report of the auditor or auditors; 

(d) such further information respecting the company’s 
financial position as the special act, letters patent or by-laws 
of the company require. 


(3) Every balance-sheet shall be drawn up so as to distinguish sever- 


ally at least the following classes of assets and liabilities, namely, 





(a) cash; 

(b) debts owing to the company from its customers; 

(c) debts owing to the company from its directors, officers 
and shareholders respectively ; 

(d) stock in trade; 

(e) expenditures made on account of future business ; 

(f) lands, buildings, and plant; 

(g) goodwill, franchises, patents and copyrights, trade- 
marks, leases, contracts and licences; 

(h) debts owing by the company secured by mortgage or 
other lien upon the property of the company; 

(i) debts owing by the company but not secured; 

(j) amount of common shares, subscribed for and allotted 
and the amount paid thereon, showing the amount thereof 
allotted for services rendered, for commissions or for assets 
acquired since the last annual meeting; 

(k) amount of preferred shares subscribed for and allotted 
and the amount paid thereon, showing the amount thereof 
allotted for services rendered, for commissions or for assets 
acquired since the last annual meeting; 

(1) indirect and contingent liabilities. (Ontario companies 
act, sec. 43.) d 

(m) amount written off on account of depreciation of 
plant, machinery, goodwill and similar items. (New.) 
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EpiTep By JOHN B. Niven, C.P.A. 


The rules and regulations by the commissioner of internal revenue 
under which the income tax law of 1916, as amended, and the war revenue 
law of October 3, 1917, have to be administered and the forms upon which 
the returns for the year 1917 required under these laws have to be filed 
with the collectors had not at the time of going to press been made 
public. It is understood, however, that the rules and regulations and 
forms are to be made available to the public early in January and, as 
the commissioner hopes at that time to have sufficient copies of the rules 
and regulations and the forms to supply all those affected by the law, 
readers should have no difficulty in obtaining official copies of them as 
soon as they are issued. 

The following treasury decisions have been recently published: 

T. D. 2561 relates to the filing of income tax and excess profits tax 
returns by corporations whose fiscal year ends prior to December 31, 1917, 
which in the ordinary course should be filed with the collector sixty days 
after the close of the fiscal year, but because the rules and regulations 
and forms are unavailable, the commissioner has extended the time within 
which these returns may be filed to January 1, 1918. As it is unlikely 
that the forms will be available by that date, it may be assumed that a 
further extension will be given. 

T. D. 2570 contains decisions of the commissioner on questions relating 
to the war revenue act of October 3, 1917. 

The first decision holds that a person who receives a specific legacy 
of bonds is required to return, not only the interest which has accrued 
on the bonds since the date of the legacy vested in him, but also the 
interest which accrued up to the date of vesting, presumably the date of 
death of the decedent. This decision apparently is based on the theory that 
the decedent would only include in his return cash receipts and net income 
which had accrued, but on the other hand, there is no doubt that the gift 
to the legatee was the amount contained in the bond plus the interest to 
the date of death, and from a legal point of view it would seem that the 
decision of the commissioner is not sound and that it would have been 
preferable had he required the executors to include the accrued interest 
in the return which they had to make on behalf of the decedent for the 
income accruing to him up to the date of his death. 


The second decision states that payments made to an injured employee 
under accident compensation laws constitute taxable income of the em- 


ployee. 


The third decision gives rulings relating to the tax on undistributed 
income. 
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I. T. Mim. 1663 is a letter addressed by the commissioner to the 
collectors, instructing them as to the present position of the provisions 
of the laws relating to withholding at the source in the case of citizens 
or residents of the United States and non-resident alien individuals and 
corporations. 

T. D. 2581 extends the time in which non-resident alien individuals and 
corporations and American citizens residing or traveling abroad may file 
their returns for 1916, for such period as may be necessary to and includ- 
ing ninety (90) days after the proclamation of the president of the United 
States, announcing the close of the war with Germany. 

T. D. 2584 contains rulings by the commissioner on two minor points 
relating to the war revenue act of October 3, 1917. 

T. D. 2585 provides that it is only the income from $5,000 face value 
of 4 per cent Liberty bonds, treasury certificates of indebtedness and 
United States certificates that is exempt from all income and war excess 
profits taxes. 

T. D. 2589 revises a previous regulation relative to the use of substitute 
certificates presented with coupons for collection by non-resident alien 
individuals, firms, corporations, organizations, etc. 

T. D. 2602 is a ruling under the excess profits tax section of the war 
revenue law of October 3rd last and relates to the amount of the deduc- 
tion which may be taken in certain cases. The law as it is expressed 
seemed to restrict the application of the deduction to the first- percentage 
of tax and did not permit any part of the deduction which was not 
absorbed by the net income upon which the first percentage of tax was 
based to be applied against the net income upon which the higher rates 
of taxes were based. There is no reason why this limitation should have 
been made and it must have entered the law through some inadvertence. 
The ruling contained in this T. D. places the matter on an equitable basis 
and provides that, in any case in which the deduction is greater than 15 
per cent of the invested capital, and, therefore, cannot be fully allowed 
under the first rate, any remaining portion may be allowed under the 
second rate and continued, if necessary, in the succeeding rates until the 
entire amount of the deduction is allowed. By this method a grave injus- 
tice, to small corporations especially, is remedied and if the other anomalies 
in the law are interpreted in the same generous spirit, much of the opposi- 
tion to the war revenue law will be removed. 





TREASURY RULINGS 

(T. D. 2561, October 16, 1917) 

Income and excess-profits taxes 
The time for making returns pursuant to the requirements of titles 
I and II of the act of October 3, 1917, in the case of corporations whose 
income tax returns have been made or shall be made upon the basis of 
: — year ending during the calendar year 1917, is extended to January 
The act of October 3, 1917, imposes upon the net income of every 
corporation, joint stock company or association, and every insurance 
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company, a war income tax of 4 per cent and a war excess profits tax at 
certain graduated rates, which taxes are in addition to the tax imposed 
by title 1 of the act of September 8, 1916, as amended. 


The first named act is effective as of January 1, 1917, and applies to all 
corporations making returns on the basis of a fiscal year ending during 
the calendar year 1917, as well as to corporations making returns on the 
basis of a calendar year. It will be necessary for all corporations liable 
to these additional taxes and which have made, or which shall hereafter 
make returns for a fiscal year ending in 1917, to make supplemental returns 
for the purpose of the excess profits tax. This requirement will apply to all 
corporations which may have heretofore made excess profits tax returns 
for the 1917 fiscal year pursuant to the requirements of title II of the 
act of March 3, 1917. 

Because of the desirability to have all returns made upon a prescribed 
form and in accordance with approved regulations, and because of the 
fact that it will be impossible for several weeks to put into the hands of 
such corporations the blank forms and instructions prescribed by this 
department for the use of such corporations in making excess profits tax 
returns, the time within which such returns may be filed in the case of 
those corporations whose returns are due to be filed on or before January 
1, 1918, is hereby extended to that date. This extension is made pursuant 
to the proviso in sub-paragraph (c) of section 14 of title I of the act 
of September 8, 1916, and applies also to those corporation income tax 
returns due to be filed on or before January 1, 1918, the correct prepara- 
tion of which depends upon the excess profits tax returns. 


(T. D. 2570, November 6, 1917) 
Synopsis of Decisions on Questions Relating to Income Tax. 


The following synopsis of decisions of the commissioner of internal 
revenue on questions relating to the war-revenue act of October 3, 1917, 
is published tor the information of revenue officers and others concerned. 


Interest on Bonds Received by Legatee. 


(1) A legatee is required to return as income the full amount of 
interest received by him on a bond, notwithstanding the fact that a part 
of the first coupon, payable aiter he had received it, had been added to the 
bond and included in the gross estate of the decedent, thereby becoming 
subject to the estate-tax law. 


Payments Received Under Accident Compensation Laws to Be Returned 
as Income. 


Payments made to an injured employee by a corporation under the 
accident compensation laws ot the several states constitute taxable income 
ot the employee. 


Undistributed Net Income—Section 1206. 


(3) (a) The earnings of a corporation used to purchase preferred 
stock for cancellation are retained tor employment in the reasonable re- 
quirements of the business, and are theretore not taxable; (b) Liberty 
loan bonds of the second series bearing interest at the rate of 4 per cent 
per annum, issued in exchange for the 34 per cent Liberty loan bonds, 
are “obligations of the United States issued aiter September 1, 1917,” and 
are not subject to tax; (c) current earnings invested in 34% per cent 
Liberty loan bonds will not be subject to the tax upon undistributed net 
income of corporations if thus employed in the business or retained for 
employment in the reasonable requirements of the business, 
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(I. T. Mim. 1663, November 1, 1917) 


Deduction of the Tax at the Source, Refunding of Amounts Heretofore 
Withheld in 1917, and Returns of Information at the Source. 


You are advised that under the provisions of the federal income tax 
law of September 8, 1916, as amended by the war-revenue act of October 
3, 1917, the withholding of tax at the source from income paid to non- 
resident alien individuals, corporations, joint stock companies or associa- 
tions, and insurance companies having no office or place of business in the 
United States, and the return of the tax so withheld, shall be in accord- 
ance with the regulations in force on October 4, 1917. 

Income paid to citizens or residents of the United States is subject 
to withholding of normal tax at the source only when derived from interest 
on bonds and mortgages, or deeds of trust, or other similar obligations of 
corporations, joint stock companies, etc., containing a so-called “tax-free” 
or “no deduction” clause. 

No amount of income paid to a copartnership, either domestic or 
foreign, is subject to withholding of income tax at the source. 

In lieu of the withholding of normal tax at the source, heretofore 
required, from incomes paid to citizens or residents of the United States, 
there shall hereafter be furnished “returns of information” in accordance 
with the provisions of section 1211 of the war-revenue act of October 3, 
1917, on forms for that purpose which will be furnished you in due time 
for distribution throughout your district. 

Normal tax withheld from income paid to citizens or residents of the 
United States during the year 1917, other than interest on corporate obliga- 
tions containing a so-called “tax-free” or “no deduction” clause, may now, 
under section 1212 of the war-revenue act be released and paid over to 
the persons entitled to receive the same. 

In each case where withholding of normal income tax at the source 
is now required, it shall be at the rate of 2 per cent only, except that 6 
per cent is to be withheld from all payments of interest on bonds and 
mortgages, or deeds of trust, or other similar obligations of corporations, 
joint stock companies, etc., when paid to foreign corporations, joint stock 
companies, etc., having no office or place of business in the United States. 

All the information contained herein should immediately be given 


publicity. 


(T. D. 2581, November 10, 1917) 


Extending Time in which to File Returns of Income by Non-resident Alien 
Individuals and Corporations and American Citizens Residing 
or Traveling Abroad. 


The provisions of T. D. 2445, February 12, 1917, (from time to time 
amplified and extended to include November 1, 1917) granting to non- 
resident alien individuals and corporations and American citizens residing 
abroad who because of war conditions have not been able to file their 
returns of income for 1916, are hereby amended so as to extend the time 
in which returns for 1916 and subsequent years may be filed, for such 
period as may be necessary to and including ninety days after the procla- 
mation of the president of the United States announcing the close of the 
war with Germany. 

In all such cases there is required to be attached to the return an 
affidavit stating the cause or causes of delay in filing returns of income 
within time required by law, in order that, upon the showing made, the 
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commissioner of internal revenue may determine whether the failure to 
file returns in time “was due to a reasonable cause and not to wilful neg- 
lect.” When the showing justifies a conclusion that the failure to file 
returns in time is excusable, no penalty by way of addition to tax will be 
imposed. 


(T. D. 2584, November 20, 1917) 


Synopsis of Decisions on Questions Relating to Income Tax. 


The following synopsis of decisions of the commissioner of internal 
revenue on questions relating to the war-revenue act of October 3, 1917, 
is published for the information of revenue officers and others concerned. 


Oversight merely does not relieve from penalty for failure to file returns. 


Penalty of 50 per cent on delinquent returns—A 50 per cent additional 
tax attaches upon all delinquent returns for 1916 and subsequent years in 
the absence of a showing of a reasonable cause for delinquency. If the 
cause assigned is carelessness, oversight or other trivial cause, the 50 per 
cent penalty will be assessed. 


2 per cent to be withheld against non-resident alien corporations on divi- 
dends paid in 1916 even though partly earned in 1915. 


Withholding normal tax.—Where a non-resident alien received a divi- 
dend in 1916 from a domestic corporation which was earned by the cor- 
poration partly in 1915 and partly in 1916, the tax to be withheld is 2 per 
cent of the entire dividend. 


(T. D. 2585, November 8, 1917) 


Amount of Income from Liberty Bonds Exempt from Taz. 


The income from not to exceed $5,000 face value of Liberty bonds, 
treasury certificates of indebtedness and war savings certificates author- 
ized by the act of October 3, 1917 (sic), (September 24, 1917), is exempt 
from all income and war excess profits taxes. 

Attention is called to section 7 of the act of congress approved Sep- 
tember 24, 1917, providing for the issue of 4 per cent Liberty bonds, 
treasury certificates of indebtedness and war savings certificates, which 
reads as follows: 

“That none of the bonds authorized by section one, nor of the certifi- 
cates authorized by section five, or by section six, of this act, shall bear 
the circulation privilege. All such bonds and certificates shall be exempt, 
both as to principal and interest from all taxation now or hereafter 
imposed by the United States, any state, or any of the possessions of the 
United States, or by any local taxing authority, except (a) estate or inheri- 
tance taxes, and (b) graduated additional income taxes, commonly known 
as surtaxes, and excess profits and war-profits taxes, now or hereafter 
imposed by the United States, upon the income or profits of individuals, 
partnerships, associations or corporations. The interest on an amount 
of such bonds and certificates the principal of which does not exceed in 
the aggregate $5,000, owned by any individual, partnership, association or 
corperation, shall be exempt from the taxes provided for in subdivision 
(b) of this section.” 

You are hereby informed that holders (whether individuals, partner- 
ships, associations or corporations) of Liberty bonds, treasury certificates 
of indebtedness and war savings certificates authorized by the act of 
September 24, 1917, are entitled to exemption from all income and war 
excess profits taxes upon the interest received on a principal amount not 
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to exceed $5,000 face value of such obligations. If, for example, the 
holder owns $5,000 treasury certificates of indebtedness, $7,000 4 per cent 
Liberty bonds, and $2,000 war savings certificates, he will be entitled to 
exemption from graduated additional income taxes and war excess profits 
taxes upon only the interest received upon $5,000 of the aforesaid obliga- 
tions. It is immaterial whether the 4 per cent Liberty bonds were issued 
to the holder in exchange for Liberty bonds of the first series or treasury 
certificates of indebtedness, or whether issued upon a new subscription. 
The exemption is upon the income from $5,000 face value of the obligations 
isqued by authority of the aforesaid act of September 24, 1917. 


(T. D. 2589, November 23, 1917) 


Revision of Article 40, Regulations No. 33, issued January 5, 1914, relative 
to the Use of Substitute Certificates in Lieu of Original Certificates 
Presented with Coupons for Collection by Non-resident 
Alien Individuals, Firms, Corporations, 

Organizations, etc. 

The use of substitute certificates by responsible banks, bankers and 
collecting agents in lieu of original certificates of ownership accompanying 
coupons presented for collection, prescribed by article 40, regulations No. 
33, issued January 5, 1914, is hereby discontinued with respect to owner- 
ship certificates presented with coupons for collection by non-resident alien 
individuals, firms, corporations, organizations, etc. 

In such cases the original certificate of ownership accompanying coupon 
should go to the debtor corporation without substitution. 


All regulations in conflict herewith are hereby repealed. 
(T. D. 2602, December 3, 1917) 


Treatment under Section 201, act of October 3, 1917, of the Deduction 
Authorized by Sections 203, 204, 205 or 210. 


The method of allowing the deduction authorized by sections 203, 204, 
205 or 210 of the act of October 3, 1917, will be as follows: 

In any case in which the deduction provided for in section 203, 204, 
205 or 210 is greater than 15 per cent of the invested capital and therefore 
cannot be fully allowed under the first rate or bracket of section 201, then 
in that event any remaining portion of the deduction will be allowed under 
the second bracket, and continued if necessary into the succeeding bracket 
or brackets until the entire amount of the deduction is allowed. 


Illustrations. 


An individual or partnership engaged in the manufacturing business 
with a capital of $30,000 and a net income of $12,000 for the taxable year, 
an average pre-war net income of 9 per cent, or $2,700, and a total deduc- 
tion of $8,700: 


Amount taxable 


Rate under each 

Bracket (Per cent) bracket Tax 

Ist 20 saat seek 
2nd 25 

3rd 35 wane a 

4th 45 $1,200 $540 

5th 60 2,100 1,260 

sds kdewdsetsscbesseecenenavceasiue’ $1,800 
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; A corporation engaged in the manufacturing business with a capital of 
$30,000 and a net income of $12,000 for the taxable year, an average pre- 
war net income of 9 per cent, or $2,700, and a total deduction of $5,700: 
-Amount taxable 
Rate under each 

Bracket (Per cent) bracket Tax 

2nd 25 en $75 

Ist 20 $300 ine 

3rd 35 1,500 525 

4th 45 2,400 1,080 

5th 60 2,100 1,260 

po Ee eee ee eT ra rrr er nmels: $2,940 
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Epitep sy SEYMour Watton, C.P.A. 


(Assistep By H. A. Finney, C.P.A.) 
INSTITUTE EXAMINATION, NOVEMBER, 1917. 


In regard to the following attempt to present the correct solutions to 
the questions asked in the examination held by the American Institute of 
Accountants in November, 1917, the reader is cautioned against accepting 
the solutions as official. They have not been seen by the examiners—still 


less endorsed by them. 


It would be difficult to find any fault with the questions themselves. 
They are eminently fair and are clearly stated. Even the dreaded actuarial 
questions are robbed of their terror by being made optional. However, 
students should study these questions and the principles involved in them. 
Ability to answer them will probably redound more to the credit of an ap- 
plicant than will the answering of the easier questions in the same set. 


In the following answers all explanations of journal entries that are 
purely formal in character are omitted to save space, and only those are 
given which are necessary for a clear understanding of the entry. This 
must not be taken as a precedent justifying the omission of such explana- 
tions in the papers prepared by those taking the examination. 


ACCOUNTING THEORY AND Practice—Part I. 


1. The following is the balance-sheet of the A. B. Company, January 
1, 1915: 


Cash $52,864 Accounts payable $35.482 
Accounts receivable 197,425 Dividends payable preferred 

Inventories : stock Feb. 1, 1915 ,500 
Raw material 84,268 Dividends payable common 

Finished goods 31,597 stock Feb. 1, 1916 10,000 
Office furniture and fixtures 7,500 Mortgage bonds 20 year, @ 

Land 180,000 6% dated Jan. 1, 1915 100,000 

Buildings 150,000 Premium on bonds 5,000 

Machinery 250,000 Capital stock preferred 250,000 

Capital stock common 500,000 

Reserve for bad debts 4,718 

Surplus 40,954 

$953,654 $953,654 


Ot 
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The transactions for the year ending January 1, 1916, have been as 
follows: 


Cash received from customers $793,501 
Rent received 600 
There has been purchased 

1,232,000 Ibs. raw material @ 20 cents per Ib. 


Sales have been 823,334 
Discount and allowances on sales 23,519 
Bad debts written off 2,143 
Disbursements have been made for 
Accounts payable 243,356 
Factory expense 7,489 
Factory labor 351,426 
Factory repairs 23,843 
Office expense 1,927 
Selling expense 52,914 
Salaries 58,471 
Taxes 7,853 


Inventories January 1, 1916 


Raw material 412,595 Ibs., having 
market value of 22 cents per Ib. and 
finished goods $30,842. The land is 
estimated to be worth $200,000. 


Semi-annual dividends of 3 per cent. on preferred and 
2 per cent. on common, declared in June and December, 
payable August 1 and February 1. Reserves for depre- 
ciation of buildings 3 per cent.; machinery 5 per cent.; 
office fixtures 10 per cent. Bad and doubtful debts reserve 
should be 2 per cent. of accounts receivable. 


Prepare an operating statement and balance-sheet as on January 1, 1916. 


Solution. Beginning with the balance-sheet at January 1, 1915, it would 
be necessary to carry the transactions of the year through working papers 
in order to obtain the balances of the accounts which form the basis of 
the statements at January 1, 1916 (December 31, 1915). To save space 
the working papers are not given. It is assumed that the semi-annual bond 
interest of $3,000 was paid in the middle of the year. . 
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Tue A. B. CompaANy 


Profit and loss statement 


January 1, 1915, to December 31, 1915 


Sales 
Deduct, discount and allowances 


Net returns from sales 
Deduct: 


Cost of goods sold (exhibit B) 


Gross profit on sales 
Deduct : 


Selling expense 


Net profit on sales 
Add: 


Rent received 


Total profits and income 
Deduct : 


General and administrative expense 
Salaries 
Office expense 
Depreciation of office furniture 


Net profit from operations 
Deduct : 


Net interest and provision for bad debts 
Bond interest 6,000 
Less proportion (1/20) of bond premium 250 


Addition to reserve for bad debts 


Net profit—to surplus 





Exhibit A 
823,334 
23,519 
799,815 
656,515 
143,300 
52,914 
90,386 
600 
90,986 
58,471 
1,927 
750 61,148 
29,838 
5,750 
1,457 7,207 





22,631 
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Exhibit B 
Tue A. B. Company 


Statement of cost of goods manufactured and sold 
January 1, 1915, to December 31, 1915 


Raw material 








Inventory, January 1, 1915 84,268 
Purchases 246,400 
Total 330,668 
Deduct inventory, December 31, 1915 (at cost) 82,519 248,149 
Labor 351,426 
Manufacturing expense 
Factory expense 7,489 
Factory repairs 23,843 
Taxes 7,853 
Depreciation—buildings 4,500 
machinery 12,500 17,000 56,185 
Cost of goods manufactured 655,760 
Add: 
Inventory variation—finished goods: 
At January 1, 1915 31,597 
December 31, 1916 30,842 755 
Cost of goods sold (exhibit A) 656,515 
Exhibit C 


Tue A. B. Company 


Balance-sheet 
December 31, 1915 





Assets 
Fixed assets 

Land and buildings 

Land (estimated value $200,000) 180,000 

Buildings 150,000 

Less reserve for 
depreciation 4,500 145,500 325,500 

Machinery 250,000 

Less reserve for depreciation 12,500 237,500 
Office furniture and fixtures 7,500 

Less reserve for depreciation 750 6,750 569,750 
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Current assets 





Inventories : 
Raw material 82,519 
Finished goods 30,842 113,361 
Accounts receivable 201,596 
Less reserve for bad debts (2%) 4,032 197,564 
Cash 61,686 372,611 
| 
942,361 , 
Liabilities 


Fixed liabilities 
Capital stock and surplus 





Capital stock preferred 250,000 
Capital stock common 500,000 750,000 
Surplus: 
Balance Jan. 1, 1915 40,954 
Add profits (ex- 
hibit A) 22,631 63,585 
Deduct: 
Com- Pre- 
Dividends mon ferred 
June 10,000 7,500 
Dec. 10,000 7,500 





Total 20,000 15,000 35,000 28,585 








778,585 
Mortgage bonds payable 100,000 878,585 
Current liabilities 
Accounts payable 38,526 
Bond interest accrued 3,000 
Dividends payable 
Common 10,000 
Preferred 7,500 17,500 59,026 
Deferred credits 
Bond premium 4,750 


942,361 
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2. From the following accounts appearing on the trial balance prepare, 
without using figures, statements which you consider best calculated to set 
forth the operations of the year and the financial position at December 31, 
1916, assuming that you are preparing these statements on behalf of a 
bank which desires paper available for rediscount with the federal reserve 


bank. 


Accounts payable 

Accounts receivable 
Advertising 

Buildings 

Capital stock 

Capital stock unsubscribed 
Cash on deposit 
Commissions paid salesmen 
Depreciation buildings, 1916 
Depreciation machinery, 1916 
Discount allowed on sales 
Discount received on purchases 
Doubtful accounts receivable 
Factory expense 


Finished goods, inventory Decem- 
ber 31, 191 


Freight and cartage inward 
Freight and cartage outward 
Material purchased 
Mortgage on plant 

Notes payable 

Notes receivable 

Office expenses 

Office furniture and fixtures 
Office payroll 


Organization expenses (to be dis- 
tributed over three years from 
January 1, 1916) 


Payroll factory accrued 
Payroll office accrued 
Petty cash 

Prepaid taxes, real estate 
Profit and loss 1915 surplus 
Repairs buildings 


Fuel 

Goodwill 

Insurance buildings and machinery 
Insurance finished goods 


Insurance unexpired buildings and 
machinery 


Insurance unexpired finished goods 
Interest accrued on investments 


Interest accrued on mortgage pay- 
able 


Interest paid 
Interest received 
Investments 

Labor factory payroll 
Land 

Machinery 


Material inventory December* 31, 
1915 


Repairs machinery 


Reserve for bad and doubtful 
accounts 


Reserve for depreciation buildings 
Reserve for depreciation machinery 
Returns and allowances on sales 
Salaries general officers 

Salaries salesmen 

Sales 


Salesmen accounts—advanced on 
salaries 


Subscriptions and donations 

Taxes income U. S. 

Taxes real estate 

Work in process inventory Decem- 
ber 31, 1915 


The inventories December 31, 1916, not on the books were: 


Finished goods 


Material work in process 


(It is assumed that the last inventory is intended to mean both the 
inventory of material and that of work in process.) 


Solution. The following statements are prepared in accordance with 
the plan suggested and advised by the federal reserve board. 
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NAME OF CoMPANY 
Profit and loss statement 
Year ending December 31, 1916 





Gross sales $ 
Less returns and allowances on sales $ 
Freight and cartage outward $ 

Net sales $ 

Cost of sales $ 


Gross profit on sales $ 


Selling expenses | 
Advertising 
Commissions paid salesmen 
Insurance finished goods 
Salaries salesmen 


PAAAN 


Total selling expense $ 
General expenses | 


Office expense $ | 
Office payroll $ ; 
Doubtful accounts $ 


Total general expense $ 


Administrative expenses 





Salaries general officers $ 
Total administrative expenses $ 
Total expenses $ 
Net profit on sales $ 
Other income 
Discount received on purchases $ 
Interest received ss $ 
Gross income $ 


Deductions from income 


Discount allowed on sales $ 
Interest paid $ 
Total deductions $ 
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Net income—profit and loss 
Deduct special charges to profit and loss 
Organization expense (1/3) 
Subscriptions and donations 
Taxes income U. S. 


PAA 





Profit for period 
Surplus January 1, 1916 


Surplus December 31, 1916 


NAME OF COMPANY 


Statement of cost of goods manufactured and sold 


Year ending December 31, 1916 
Work in process, January 1, 1916 
Material 
Inventory, Jan. 1, 1916 
Material purchased $ 
Freight and cartage inward $ 





Total 
Deduct inventory December 31, 1916 


Cost of material used 


i th th <A A ww 


Labor 

Manufacturing expense 
Depreciation buildings—1916 
Depreciation machinery—1916 
Factory expense 
Fuel 
Insurance buildings and machinery 
Repairs building 
Repairs machinery 
Taxes real estate 


PAAAAHA AHA 


All| aAwA!l m* 





Total 
Deduct inventory material work in process 


Total cost of goods manufactured 
Add inventory finished goods—Jan. 1, 1916 


Total 
Deduct inventory finished goods December 31, 1916 


Cost of sales 
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NAME oF COMPANY 





Balance-sheet ) 


December 31, 1916 


Assets Liabilities 

Cash Notes and accounts payable 
Petty cash 4 Unsecured notes $ 
Cash on deposit $ $ Unsecured accounts $ 


Secured liabilities 


Notes and accounts receivable: Mortgage interest $ 
Notes receivable $ 
Accts. receivable Payrolls accrued 
— Factory $ 
Total $ Office $ 6 
Less reserve $ $ Total current liabilities $ 
Inventories Fixed liabilities - 
Material $ Mortgage on plant $ 
Work in process $ enn 
Finished goods $$ Total liabilities $ 
Interest accrued on in- 
vestments $ Net worth 
Capital stock $ 
Total quick assets $ Less unissued $ 
Securities : Outstanding $ 
Investments $ Surplus $ 
Advances to salesmen $ $ casita 
Total $ 
Total current assets $ Deduct goodwill $ $ " 
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Fixed assets 
Land 
Buildings 
Machinery 
Office furniture 


vf hf fi tA 


Less 
Reserves for depn. 
Buildings $ 
Machinery ¥ $ 





Total fixed assets $ 


Deferred charges: 
Unexpired insurance: 
Buildings and 
machinery $ 
Finished goods $ 
Prepaid taxes 
real estate $ $ 


Total assets $ Total liabilities $ 


=————_—_—_—_—_—_——_—_ 





3. Company A purchased on January 1, 1917, the entire capital stock 
of company B at $175 per share, and the entire stock of company C at 
$80 per share. 

You are handed the balance-sheet as understated at June 30, 1917, and 
are requested to prepare a consolidated balance-sheet of the A company 
and its subsidiary companies at that date. 


Balance-sheet—Company A 


Property and goodwill $850,000 Capital stock $2,250,000 
Stock of subsidiary Current liabilities 150,000 
companies 1,500,000 Surplus January 1 525,000 

Current assets 700,000 Undivided profit for one- 
half year 125,000 
$3,050,000 $3,050,000 

Balance-sheet—Company B 

Property and goodwill $650,000 Capital stock $400,000 
Current assets 60,000 Current liabilities 10,000 
Surplus January 1 200,000 

Undivided profit for one- 
half year 100,000 
$710,000 $710,000 
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Balance-sheet—Company C 


Property (as appraised Capital stock $1,000,000 

January 1, 1917) $1,130,000 Current liabilities 240,000 

Current assets 180,000 Surplus January 1 30,000 
Undivided profits for one- 

half year 40,009 

$1,310,000 $1,310,000 


There are no intercompany accounts or inventories. 


Solution. 
CompaNy A AND SUBSIDIARIES 
Consolidated working papers 
June 30, 1917 
Inter-Co. Con- 
Assets Com- Com- Com- Elim- solidated 
panyA  panyB_ panyC inations B/S 
Property and goodwill 850,000 650,000 1,130,000 2,630,000 


Investment in Co. B 
4,000 shares—cost 700,000 


Par 400,000 
Surplus at date of purchase 200,000 
Goodwill G 100,000 


Investment in Co. C 
10,000 shares cost 800,000 


Par 1,000,000 

Surplus at date of purchase 30,000 

Deduction from goodwill G 230,000 
Current assets 700,000 60,000 180,000 940,000 





3,050,000 710,000 1,310,000 1,630,000 3,440,000 








Liabilities 
Capital stock 2,250,000 400,000 1,000,000 1,400,000 2,250,000 
Current liabilities 150,000 10,000 240,000 400,000 
Surplus at Jan. 1 525,000 200,000 30,000 230,000 525,000 
Undivided profits 125,000 100,000 40,000 265,000 





3,050,000 710,000 1,310,000 1,630,000 3,440,000 
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CoMPpANY A AND SUBSIDIARIES 
Consolidated balance-sheet 
June 30, 1917 


Assets 
Property and goodwill 2,630,000 
Add goodwill represented in 
purchase price of B stock 100,000 2,730,000 
Deduct excess of book value of C 
stock over purchase price 230,000 2,500,000 
Current assets 940,000 
3,440,000 
Liabilities 
Capital stock 2,250,000 
Surplus: 
Balance at January 1, 1917 525,000 
Profits to June 30, 1917 265,000 790,000 
Current liabilities 400,000 
3,440,000 


When the purchase price of stock in a subsidiary exceeds the book 
value of the stock purchased (as indicated by the capital stock and surplus 
shown on the subsidiary’s books at the time of purchase) the excess should 
be shown on the consolidated balance-sheet as an addition to the goodwill. 
This treatment is given to the $100,000 excess in the case of company B. 

On the other hand, when the book value of stock acquired exceeds the 
purchase price, the excess may be credited to surplus, but it is more con- 
servative to consider this excess as a deduction from the goodwill on the 
books of the consolidated companies arising from stock purchases. This 
treatment is given to the $230,000 excess in the case of Company C; but 
the situation is somewhat complicated by the fact that property and good- 
will are merged in the balance-sheet. 





4. Frame any entries necessary to record the action of the directors as 
it appears in the minutes of the meeting of August 15, 1917, of which the 
following is a synopsis, and the action of the officers taken pursuant to 
authority conferred on them by such minutes: 

The treasurer reported that the profits for the year as audited amounted 
to $59,287. Voted that a dividend of $40,000 be paid on October Ist to 
the stockholders of record September 15th and that $10,000 of the profits 
be appropriated as a reserve for relief of employees disabled while in the 
service of the United States and invested in Liberty bonds. 

The treasurer reported that he had an offer of $1,000 in settlement of 
a debt of $3,000 of the A. B. C. Company, which had been written off as 
irrecoverable in 1914. He was authorized to accept the same in full 
settlement. 
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The president reported that he had secured tenders for new building 
planned in the amount of $185,000. He was authorized to execute a con- 
tract accordingly. 

The president reported that a firm of bankers had offered to purchase 


$200,000 of the company’s twenty-year 5 per cent. bonds to be dated 
October 1, 1917, at 93 and accrued interest. He was authorized to accept 


the offer and deliver bonds on that date. 


Solution. 
Surplus $40,000 
To dividend No. —— 40,000 
For dividend declared by the directors August 
15, 1917, payable October 1, 1917, to stockholders 
of record September 15, 1917. 
Surplus 10,000 
To war relief reserve 10,000 
To set up a reserve for the relief of employees 
disabled in the U. S. service, as authorized by 
directors, August 15, 1917. 
When the bonds were purchased the entry would be: 
War relief fund 10,000 
10,000 


To cash 


Investment of fund in Liberty loan bonds per 
resolution of directors August 15, 1917. 


The account of the A. B. C. Company should be reopened in order to 
put the settlement on the books for future reference, since all transactions 
with a customer should show in his account. Therefore, this entry should 


be made, 


A. B. C. Company 1,000 


To surplus 1,000 


To record settlement of above account. Sur- 
plus is credited because the account has been 
charged off in 1914. 


Of course, the cash, when received, would be credited to the A. B. C. 


Company. 
When the contract for the new building was signed, pro forma accounts 


might be opened by an entry 


Cost of new building 185,000 


To contractors 


185,000 
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but it is probable that no entry would be made until payments were actually 
made on the contracts, the cash paid being charged to new building. 
When the bonds were executed and delivered, the entry would be 


Bankers, or cash 186,000 
Discount on bonds 14,000 
To bonds 200,000 


To record sale of 20 year 5% bonds at .93, as 
authorized by directors, etc. 


As the bonds are delivered on the day that they are dated, there would 
be no accrued interest. 





5. A owns an annuitv of $50 per annum, the first payment on which 
falls due one year hence, which continues for a period of twenty years 
certain. State 


(a) The present value of the benefit. 
(b) The amount which he will have accumulated at the end of the 
period if he invests each moiety as it becomes due. 

Assume interest at 4 per cent. payable annually. In this connection the 
value of (1.04)” is stated to be equal to 2:191123. 

Solution. (a) The present value of an annuity of $1.00 for a given 
time at a given rate is computed by dividing the compound interest for 
that time and rate by the interest rate. 

If the amount of $1.00 at 4% compound interest for 20 years (as stated 
by the problem) is $2.191123, then the present value (at 4%) of $1.00 
due in 20 years is computed thus: 


$1.00—2.191123—$ .456387 
and the compound discount is computed thus: 


$1.00—$.456387—=$ .543613 


and the present value of an annuity of $1.00 at 4% for 20 years certain is 
computed thus : 


$ .543613+ .04—$13.590325=present value of annuity of $1.00 
Multiply by 50 


$679.52 present value of annuity of $50.00 


(b) The amount of an annuity of $1.00 for a given time at a given 
rate is computed by dividing the compound interest for the total number 
of periods by the interest rate. 
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If the amount of $1.00 at 4% compound interest for 20 years is $2.191123, 
then 
$2.191123 amount of $1.00 
1.000000 


1.191123 compound interest on $1.00 


$1.191123—.04—$29.778075 amount of annuity of $1.00 
50 


$1488.90 amount of annuity of $50.00 
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Book Review 


CORPORATE ORGANIZATION AND MANAGEMENT. By Tuomas 
Conyncton. The Ronald Press Company, New York. 760 pages, $5.00. 


Corporate Organization and Management is a valuable addition to the 
field of corporation finance. It is a combination and revision of the author’s 
two separate works, Corporate Organization and Corporate Management, 
and obviates much duplication of material and reference. The book is 
written for the use of business men, corporation officers, accountants, 
bankers, lawyers, students and others. It gives in detail the working pro- 
cedure for forming corporations and for managing them in accordance 
with legal requirements, and contains much valuable information relative 
to procedure in incorporating, framing the charter and by-laws, holding 
meetings, the rights, powers and liabilities of stockholders, officers and 
directors, transfer and issuance of stock, etc. 


The various corporate forms to be used under different conditnons are 
included in such a way as to facilitate their use and increase their prac- 
ticability. 

Mr. Conyngton is a lawyer and knows how to write from a lawyer's 
standpoint. He has had a broad experience in connection with corpora- 
tions and in carrying out the various suggestions set forth in his book. 
From a literary viewpoint the book is particularly attractive, and the dis- 
cussion and arrangement of subjects are logical and appropriate. 

Perhaps the most useful portion of the book is that which deals with 
forms and precedents. In it is such information as the corporation officer 
needs in his daily work. This constitutes a valuable adjunct to the regular 
text matter contained in the book. Not only does Mr. Conyngton tell 
when to do a thing and what to do in different circumstances, but he tells 
how to do it and provides illustrations taken from actual corporation 
practice. Citations and decisions are freely given. 

R. J. B. 
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Announcements 


Ernest H. Griswold, C. P. A., member of the American Institute of 
Accountants, and Ira M. Conant, B. C. S., announce the formation of a 
co-partnership as of November 1, 1917, for the practice of public account- 
ing under the name of Ernest H. Griswold, certified public accountant, 
with offices at 85 Devonshire Street, Boston, Mass. 





James Frederick White and Frederick Eugene Reeve announce the 
dissolution of the partnership of White and Reeve. Mr. White is in 
active service as a commissioned officer in the army and during such 
service his practice will be cared for by his former partner, Mr. Reeve, 
at 27 William Street, New York. 





P. L. Billings of Waterloo, E. G. ‘Prouty of Davenport and C. B. 
Tompkins of Cedar Rapids, Iowa, announce the formation of a partner- 
ship under the firm name of Billings, Prouty and Tompkins, with offices 
in Des Moines, Waterloo, Davenport and Cedar Rapids, Iowa. 





Lovejoy, Mather and Hough, 55 Liberty street, New York, announce a 
change in firm name to Lovejoy, Mather, Hough & Stagg. The change is 
merely one of name and not of personnel. 





C. Elmer Wiegner, C. P. A., formerly with Lybrand, Ross Bros. & 
Montgomery announces the opening of offices at 584-586 Drexel Building, 
Philadelphia, Pa. 





Theodore Walgren, C. P. A., announces that he is now in his new 
offices, rooms 410 and 425 Whitney Central building, New Orleans, La. 





Arthur Wolff and Company, Certified Public Accountants, announce 
their removal to new offices at 50 East 42nd Street, New York. 
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